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UNEMPLOYMENT BENEFITS, EXPERIENCE RAT- 
ING, AND EMPLOYMENT STABILITY 


WILLIAM H. ANDREWS AND TAULMAN A. MILLER * 


NE criterion of a desirable method 

of financing unemployment com- 
pensation is that the system should at 
best promote stability of employment 
and, in any event, should not contribute 
to instability. Arrangements for fi- 
nancing unemployment compensation 
may influence employment in two dif- 
ferent ways. From the viewpoint of in- 
dividual employer action, an important 
objective of experience rating—and its 
original justification—has been the pro- 
motion of conscious efforts on the part 
of employers to achieve greater stability 
of employment in their own enterprises. 
It has also been inferred that these ac- 
tivities would tend to produce a greater 
degree of employment stability in gen- 
eral. From the broader viewpoint of 
cyclical stability, the accumulation of 
funds during periods of high-level em- 
ployment to pay benefits during periods 
of unemployment may help stabilize 
employment. Experience rating may be 
thought to contribute a similar influ- 
ence through the adjustment of em- 
ployer contribution rates to general 
business conditions. 


* The authors are members of the Department of 
Economics at Indiana University. 


Experience Rating and Individual Em- 
ployer Efforts to Stabilize Employment 


The evolution of experience rating in 
the development of American unem- 
ployment compensation laws indicates 
very clearly the prominence of the sta- 
bilization objective. The idea of utiliz- 
ing the machinery of unemployment in- 
surance as a method of preventing un- 
employment was stressed in some of the 
earliest discussions of the subject and 
has continued to receive considerable 
emphasis. The concept of unemploy- 
ment insurance as a measure designed 
to prevent as well as to alleviate unem- 
ployment has come to be widely known 
as the American contribution to the 
philosophy of unemployment compen- 
sation. 

Experience rating provisions, which 
adjust the unemployment tax rate of 
the individual employer in accord with 
a measurement of the employment ex- 
perience of his own enterprise, are in- 
tended to stimulate employers, through 
the possibility of reductions in contri- 
bution rates, to adopt measures to sta- 
bilize employment in their own plants. 
Although stabilization of employment 





194 


is a concept which may be variously in- 
terpreted, the meaning which is gen- 
erally implied by the proponents of ex- 
perience rating is the establishment of 
policies designed to reduce the degree of 
employment fluctuation within an en- 
terprise and to provide greater regular- 
ity of employment for individual em- 
ployees. This interpretation emphasizes 
the active efforts of management, and 
therefore regularity of employment 


arising out of the nature of the business 
or increases in employment resulting 
from increased business activity are not 
properly regarded as evidence of stabili- 


zation. 


The extent to which experience rat- | 


ing may be expected to serve as an ef- 
fective technique for the promotion of 
greater stability of employment depends 
upon the following factors: 1) the de- 
gree of control which the individual 
employer can exert over the fluctuations 
of employment in his own plant; 2) the 
extent to which employers will inaugu- 
rate stabilization policies in response to 
the tax saving incentive of experience 
rating; and 3) the extent to which the 
experience rating formula actually 
measures and rewards successful efforts 
to stabilize employment. 

The major causes of employment 
fluctuations—variations in general busi- 
ness conditions, changes in a market 
situation, general shifts in consumer de- 
mand, and seasonal variations associated 
with natural phenomena—are for the 
most part beyond the control of the in- 
dividual employer. Thus the area of 
what might be termed preventable un- 
employment is rather narrowly limited; 
furthermore, it varies considerably from 
industry to industry and from firm to 
firm within a given industry. It is diffi- 
cult, as well, to generalize about the na- 
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ture and extent of employer reactions 
to the tax saving incentive of experi- 
ence rating. In the last analysis, the 
question involves a comparison of the 
costs of stabilization efforts with the 
savings to be realized if the efforts are 
successful. 

With respect to the inference that 
specific efforts on the part of individual 
employers to stabilize employment in 
their own plants would result in greater 
general stability of employment in the 
economy, there are additional considera- 
tions. In the first place, successful sta- 
bilization on the part of one firm may 
be achieved at the expense of instability 
in others; for example, the employment 
effects of cancellation of the practice of 
subcontracting in order to avoid layoffs 
are certainly not limited to the firm 
which changed its method of operations 
with the intent of achieving greater sta- 
bility of employment. There is a second 
possible impact of individual stabiliza- 
tion efforts upon aggregate employment 
stability which is also significant. The 
stabilization programs of individual 
firms which are successful in producing 
greater continuity of employment for 
“ regular ” employees have the effect of 
concentrating a given volume of em- 
ployment upon fewer individuals. 
Thus, unless stabilization takes place 
when a high level of employment pre- 
vails in the economy, there is some 
danger of intensification of the problem 
of “hard-core” or long-term unem- 
ployment. Stabilization of employ- 
ment may result in stabilization of un- 
employment as well. 

In making these comments, we have 
been aware of the extensive case study 
literature describing successful cases of 
employment regularization. It is not 
our intention to deny the possibility 
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that individual company programs may 
reduce unnecessary labor turnover or 
mitigate the impact of certain types of 
seasonal variations. It may also be 
argued that experience rating can and 
will have the effect of reinforcing in- 
centives to inaugurate or strengthen 
such programs. ‘The effectiveness of 
these programs, however, would seem to 
be limited to some minor reduction in 
the amount of frictional unemploy- 
ment; and, regardless of motivation, 
their aggregate influence upon the sta- 
bility of employment in general, or even 
within a state, does not seem likely to 
be of major significance. 

In essence, then, the conclusion to be 
drawn from this brief analysis of ex- 
perience rating is that the extent of em- 
ployment stabilization which may be 
expected as a result of employer efforts 
induced by experience rating is prob- 
ably negligible. This conclusion is 
based primarily on the fact that the de- 
gree of employment fluctuation in the 
individual plant, for the most part, can- 
not be controlled by employer action. 
The main effect of experience rating ap- 
pears to be to reward stable rather than 
stabilized employment and to reflect 
the employment characteristics of an in- 
dustry or of a phase of the business 
cycle rather than achievement on the 
part of the individual firm.’ 


1Dr. Eveline Burns in a stimulating analysis of 
the basic objectives of unemployment compensation 
[E. M. Burns, “ Unemployment Compensation and 
Socio-Economic Objectives,” Yale Law Journal, LV 
(Dec. 1945), pp. 1-20] describes the major charac- 
teristics of an experience rating system necessary to 
achieve the objective of a real stimulus to employer 
effort to stabilize employment as follows: 

a. The system would grant tax reductions solely 
in response to positive employer action to re- 
duce unemployment and would eliminate the 
influence upon tax reductions of: 

1. fluctuations in the general level of em- 
ployment, 
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Unemployment Compensation and 
Cyclical Stability 

The more general relationships of un- 
employment compensation to cyclical 
stability may be analyzed in terms of 
the consistency of its financial opera- 
tions with the proposition that, in gen- 
eral, economic stability calls for some 
limitations upon effective demand or 
aggregate expenditures during boom 
times and expansion of aggregate ex- 
penditures or stimulation of effective 
demand during periods of depression. 
The collection of unemployment taxes 
and disbursement of benefits on the one 
hand, and the timing, in terms of the 
phases of the business cycle, of individ- 
ual contribution rate adjustments under 
experience rating on the other, are the 
significant financial aspects to be con- 


sidered. 


The unemployment compensation pro- 
gram is financed on a basis of accumu- 


Under such a reserve 
system of financing, unless contribution 
rates and benefit provisions are adjusted 
to produce some other result, contribu- 
tions will exceed benefit payments in 
periods of expanding payrolls and em- 
ployment, with a resulting increase in 


lated reserves. 


2. employer action which avoids 

benefit liability. 

b. Industries would be classified according to 
their stabilizing potentialities. The employ- 
ment record of each firm would then be rated 
with reference to that of other firms in the 
same industry. 


rating 


simply 


This is essentially the merit 
system of workmen's 


insurance. 


compensation 


. The system would be safeguarded against 
pressure from industries or groups of firms 
who, under the above conditions, would per- 
manently pay tax 
the average. 


rates substantially above 


We find ourselves in essential agreement with this 
standard, though recognizing, as does Dr. Burns, that 
the difficulties involved probably preclude the estab- 
lishment of any such experience rating system. 
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reserves. During depression periods 
when employment and payrolls decline, 
total benefit disbursements will presum- 
ably exceed contributions, and reserves 
will diminish. This type of financial 
operation is consistent with other fiscal 
measures designed to achieve economic 
stability. Net increases in unemploy- 
ment reserves in time of prosperity and 
net decreases during depression at least 
work in the direction of curtailing and 
increasing aggregate expenditures, re- 
spectively. The essence of these rela- 
tionships between unemployment com- 
pensation and cyclical stability of em- 
ployment has, of course, been stated for 
many years by the supporters of unem- 
ployment compensation legislation in 
the familiar argument that benefit pay- 
ments during depression would help to 
sustain purchasing power and therefore 
help to prevent further increases in un- 
employment. This line of reasoning 
also appears in the arguments of those 
who support liberalization of benefits. 

It is difficult to appraise the signifi- 
cance of the relationships between con- 
tributions, benefits, and stability of em- 
ployment. For the country as a whole, 
total contributions and total benefit dis- 
bursements over the years 1938 through 
1952 followed the pattern which might 
reasonably have been expected on the 
basis of trends in the level of business 
activity, with the exception of the year 
1938 (Table 1). Although unemploy- 
ment was heavy in that year, a number 
of states had not commenced the pay- 
ment of benefits; and in those in which 
benefits were payable, it is highly prob- 
able that a significant fraction of the 
unemployed group had not acquired 
substantial benefit rights in the early 
months of the operation of unemploy- 
ment compensation. 
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In only three of the fifteen years in- 
cluded in the table have the financial 
operations of unemployment compensa- 
tion resulted in an excess of benefit dis- 
bursements over contributions. This is, 
of course, not a denial of our earlier 
general statements about the function- 
ing of an unemployment compensation 


TABLE 1 


COMPARISON OF UNEMPLOYMENT TAX COLLEC- 
TIONS AND BENEFIT DISBURSEMENTS IN THE 
Unirep States, 1938-1952 
(millions of dollars) 


Surplus or 
Deficit (—) of 
Collections 
Compared 
to Benefits 


Total 


Collections 


a Total 
Year Benefits 


1938 819 394 
1939 : 429 
1940 519 
1941 / 344 
1942 : 344 
1943 “ 80 
1944 d 102 
1945 16: 446 
1946 1,095 
1947 ’ 775 
1948 A 790 
1949 1,736 
1950 { 1,373 
1951 y 840 653 
1952 36 998 370 


Source: U.S. Bureau of Employment Security, 
Supplement to “ Handbook of Unem- 


” 


ployment Insurance Financial Data 
1938-1951, Washington, D. C., Septem- 
ber, 1953, p. 2. 


system over the business cycle but sim- 
ply another indication of the extraordi- 
nary character of the period in terms of 
the maintenance of high levels of em- 
ployment. However, total benefit dis- 
bursements in the three years in ques- 
tion, 1946, 1949 and 1950, represented 
a transfer of funds to unemployed 
workers, presumably without other in- 
come, of approximately $1 billion, $1.7 
billion and $1.4 billion respectively, 
which appears to be of significance, in 
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absolute dollar terms, as an offset to 
wage loss.” 

In absolute amounts, aggregate bene- 
fit disbursements appear as substantial 
sums which “ must have been signifi- 
cant in sustaining consumer purchasing 
power.” When compared, however, to 
various measures of aggregate income 
payments, they fade to relative insig- 
nificance. Table 2 relates benefit pay- 
ments in the United States in 1946, 
1949 and 1950, the three years in which 
they exceeded total contributions, to 
total taxable wages and to the Depart- 
ment of Commerce estimates of wage 
and salary receipts and disposable in- 
come. 


TABLE 2 


BeNeFit DISBURSEMENTS IN THE UNITED STATES 
AS PERCENTAGES OF MEASURES OF ToTaL INCOME 


“1946 1949 1950 


Taxable Wages * : 2 3 1 7 
Wage and Salary Receipts**. 10 13 1.0 
Disposable Personal Income ** 7 9 7 


*US. Bureau of Employment Security, Sup- 
plement to “ Handbook of Unemployment In- 
surance Financial Data,’ 1938- aes Washing- 
ton, D.C., September, 1953, p 

** Basic data from p veg a Current Busi- 
ness, Wage and salary receipts is the wage and 
salary component of personal income. 


There is little doubt that the impact 
of the financial operations of unemploy- 
ment compensation upon aggregate ex- 


2In the absence of sufficiently detailed information 
with respect to the amount and duration of unemploy- 
ment (both covered and uncovered), it is impossible 
to determine the percentage of aggregate wage loss 
that was replaced by benefit disbursements. For those 
unemployed who received benefits, the average weekly 
benefit payment represented approximately 40 per cent 
of the average weekly wage, and 46 per cent of the 
average weekly taxable wage in 1946. The comparable 
percentages in 1949 and 1950 were approximately 35 
and 44, respectively. (U. S. Bureau of Employment 
Security, Handbook of Unemployment Insurance 
Financial Data, 1938-1951, Washington, D. C., 
November, 1952, Tables B-4a and B-4b.) 
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penditures has been quantitatively 
small; * it would probably remain rela- 
tively small even during years of con- 
siderably heavier unemployment than 
the nation has experienced since the 
beginning of unemployment benefit 
payments. 

Although aggregate benefit disburse- 
ments have been small relative to total 
disposable income or total wages re- 
ceived, there are perhaps certain un- 
measurable considerations which en- 
hance their impact. Prompt payment 
of unemployment benefits permits pres- 
ervation of family assets and may en- 
courage continued spending along cus- 
tomary lines. Benefits represent a series 
of steady weekly payments, the possibil- 
ity of which may be anticipated prior to 
unemployment. Both of these factors 
also help to maintain spending habits. 
In the last analysis, however, it is im- 
possible to make any specific calculation 
as to the extent to which the accumula- 
tion of unemployment reserve funds 
during periods of high level employ- 
ment and their disbursement as benefits 
when unemployment has increased have 
contributed to the stability of employ- 
ment. This particular aspect of the fi- 
nancial operations of unemployment 
however, consistent 
with other fiscal measures designed to 
promote economic stability and may 
therefore be considered a positive force, 
however small, in the direction of 
greater stability of employment. 


compensation is, 


3 An attempt to estimate precisely the net effect 
upon aggregate expenditures would have to take ac- 
count of the sources of the funds disbursed as benefit 
payments. 


4 See the discussion of this point by Ewan Clague 
n “ The Economics of Unemployment Compensation,” 
Yale Law Journal, LV (Dec., 1945), pp. 69, 70. 
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Experience Rating and Cyclical Stability 


The second aspect of the relationship 
between the financial operations of un- 
employment compensation and cyclical 
stability of employment is the role of 
the experience rating system. Here 
again we are dealing with a phenomenon 
which may be small relative to other 
forces; that is, the unemployment tax 
may be small as compared with other 
cost-price elements affecting the profit- 
ability of business firms. It has been 
widely argued, however, that unlike 
variations in aggregate benefit pay- 
ments, the variations in employer tax 
rates under experience rating are not 
only inconsistent with fiscal measures to 
promote economic stability but are di- 
rectly opposed. 

In brief, under an experience rating 
system unemployment tax rates for the 
majority of employers will tend to de- 
cline during periods of prosperity and 
rise during periods of depression and the 
early stages of recovery. The explana- 
tion given for this type of variation is 
that the major factor influencing rate 
adjustments under experience rating is 
general economic conditions. With in- 
creases in the volume of benefit pay- 
ments, reserve ratios decline, and indi- 
vidual employer tax rates increase; with 
a diminishing volume of benefit pay- 
ments, reserve ratios rise, and employer 
tax rates decline. Thus it is reasoned 
that the timing of this variation of in- 
dividual employer tax rates under ex- 
perience rating intensifies both infla- 
tionary and deflationary tendencies in 
the economy, rather than counteracting 
them as the interests of stability would 
require.” This particular characteristic 


5 Professor Charles A. Myers, in an analysis of the 
operations of experience rating (‘Experience Rating 
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has been recognized as a weakness of ex- 
perience rating even by its vigorous 
proponents. Dr. Emerson P. Schmidt 
of the U. S. Chamber of Commerce 
commented, at a conference on unem- 
ployment compensation, on the tend- 
ency of employer tax rates to rise dur- 
ing a period of depression as “. . . the 
only legitimate criticism I ever heard 
against experience rating.” ° 

There have been two remedies sug- 
gested, both of which involve changes in 
the nature of experience rating as it ex- 
ists in the majority of states. The first 
of these is based on the theory that if 
large reserves are built up through 
higher contribution rates while business 
is expanding, then the normal experi- 
ence rating provisions can be allowed to 


in Unemployment Compensation,” American Economic 
Review, XXXV_ (1945), pp. 337-354) describes the 
following possible injurious effects of experience rat- 
ing upon aggregate demand and employment: 

a. In periods of rising payrolls, contribution 
rates and expected revenues will fall, and in 
periods of falling payrolls, rates and revenues 
will have to be increased. 

. If the tax is eventually borne by workers 
(through the shifting process), decreases in 
average contribution rates during good times 
and increases in bad times tend to accentuate 
swings in worker incomes and hence in aggre- 
gate demand. 

. If changes in contribution rates are reflected 
in higher or lower profits, or in higher or 
lower prices: 

1. an increase in costs which raises prices 
or lowers profits does not furnish a sound 
basis for recovery; 

2. lower prices or higher profits during a 
boom period may have adverse effects in 
the opposite direction. 

. If lower rates are an inducement for stabili- 
zation, will increased rates during recession 
act as a tax upon and hence retard em- 
ployment? 

. An increase in variable costs during depression 
may have a depressing effect upon investment 
decisions. 


6 American Economic Security, VI (April-May, 


1949), p. 56. 
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reduce rates during ensuing bad years." 
This result is to be accomplished by the 
levy of additional contribution rates 
based upon significant expansion of 
payrolls. An employer whose payroll 
had doubled, for example, during a 
given year might be taxed at a higher 
rate than one whose payroll had re- 
mained constant, on the theory that ex- 
panding payrolls constitute a rapid ac- 
crual of future unemployment compen- 
sation liability.* 

A second suggestion, which might be 
followed by itself or as a supplement to 
the first, is to amend the experience rat- 
ing provisions of the laws to provide a 
direct limitation on the extent to which 
any employer contribution rate could be 
increased from one year to the next. 
This proposal seems to have been moti- 
vated by a realization of the present size 
The asser- 


of the states’ reserve funds. 
tion has been made that the immediate 
problem is to consider how best to limit 
contribution rate increases during or 
immediately after any future period of 
substantial unemployment.’ 


Coupled with the recommended 
changes in the rate structure discussed 
above are suggestions with respect to 
the experience rating formula itself. It 


7 For a more detailed discussion see R. L. Hibbard, 
“Unemployment Compensation, Experience Rating 
and the Business Cycle,” American Economic Secur- 
ity, I1 (October-November, 1945), pp. 11-21. 


8 This system is analogous to the “ war-risk ” con- 
tribution rates levied by 10 states during the years 
of World War II in order to provide adequate 
meet the anticipated postwar benefit 
Gladys R. Friedman, “ War-Risk 
Provisions in State Unemployment 
Social Security Bulletin, VI 


reserves to 
demands. See 
Contribution 
Compensation Laws,” 
(May, 1944), pp. 2-8. 


9R. L. Hibbard, “ Coordinating Unemployment 
Taxes with the Business Cycle,” American Economic 
Security, V (October-November, 1948), p. 14. 
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is argued that, although all of the exist- 
ing methods of experience rating fail to 
solve the cycle problem, the reserve- 
ratio plans (which involve the compari- 
son of a company’s reserve account and 
payroll) are superior to alternative for- 
mulae in establishing a desirable relation 
between contribution rates and business 
trends. Their advantage lies in the fact 
that they reflect a long period of ex- 
perience, fotal contributions paid minus 
total benefit charges, and thus permit 
the accumulation of reserves to cushion 
somewhat the impact of large benefit 
claims. If, however, the reserve ratio 
formula used the most recent year’s 
payroll as a basis for calculation of the 
reserve ratio instead of an average of 
past years, contribution rates would 
tend to gear in more appropriately with 
cyclical variations in business condi- 
tions. During periods of high-level 
business activity, payroll increases would 
act to keep reserve ratios down and con- 
tribution rates up; during depression, 
shrinking payrolls would tend to offset 
higher benefit charges (in their effect 
upon the reserve ratio), thus tending to 
sustain reserve ratios and prevent con- 
tribution rates from rising."” The net 
result would therefore be a closer ap- 
proximation to the desirable pattern of 
relatively high contribution rates in 
periods of prosperity and low rates in 
periods of depression. 

Having presented the generally ac- 
cepted views as to the effect which ex- 
perience rating has on cyclical stability, 
let us turn to a consideration of: (1) 
the theoretical adequacy of those views 
when applied to the operations of ex- 


Hibbard, 
Rating 


10 This analysis is adapted from R. L. 
“ Unemployment 
and the Business Cycle,” loc. cit. 


Compensation, Experience 
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perience rating plans; (2) the empirical 
evidence touching upon the validity of 
the theory; and (3) the efficacy of the 
proposed modifications which are de- 
signed to ameliorate the unstabilizing 
effects of experience rating. In the em- 
pirical sections, attention is centered on 
the state of Indiana, although some 
references are made to data for other 
states and for the country as a whole. 
So far as the problem at hand is con- 
cerned, it is believed that Indiana’s em- 
ployment security arrangements are 
typical of those in a large number of 
states and that the conclusions drawn 
from Indiana data are of broad applica- 
bility and interest. 


Theoretical Adequacy of Experience 
Rating Plans 


The experience rate assigned to an In- 
diana firm for a given calendar year is 
determined as of June 30 of the preced- 
ing year and is based upon the ratio of 
two factors—size of reserve account on 
the computation date and amount of 
payrolls in the last three fiscal years pre- 
ceding that date." The reserve account 
is equal to the difference between all the 
employer’s contributions (plus interest 
on his balances) and all benefit pay- 
ments charged against his account. 
One would expect movements in the 
typical reserve account balance to be 
tied in with cyclical fluctuations in 
more or less the following manner: a 
business decline bringing increased un- 
employment would promptly increase 
benefit payments, reduce the reserve 
balance, and thus tend to raise experi- 
ence rates; then, when business recov- 
ered and benefit payments became less 

11 In 1951, this “ reserve-ratio” type of experience 


rating was in effect in 30 of the 51 states and terri- 
tories having some experience rating plan. 
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heavy, the reserve account deficit would 
be overcome, the account would be 
built up again, and rate reductions 
would be in order. However, there is 
another factor involved, namely, the 
size of payrolls. These likewise will 
vary with the cycle, tending to fall 
during depression and rise during pros- 
perity; and a fall in payrolls is favora- 
ble to lower experience rates while a rise 
favors higher rates. Thus the payroll 
factor works counter to the reserve fac- 
tor in respect to cyclical variation of 
experience rates. As can be seen, the 
important questions here have to do 
with the timing and amplitude of fluc- 
tuations of these two factors, for they 
will determine the timing of tax in- 
creases and decreases. 

Two features of the Indiana formula 
should be emphasized in this connec- 
tion. The first of these is the moving 
three-year total of payrolls used. Since 
this is equivalent to use of a three-year 
moving average, the amplitude of fluc- 
tuations in the payroll factor will be 
more or less reduced, depending upon 
the duration of the cycle. For example, 
with a smooth cycle of three years dura- 
tion and constant amplitude, cyclical 
variation in the payroll factor would be 
completely eliminated by the three-year 
moving total. As the length of the 
cycle increases, or as irregularities occur, 
the smoothing tendency of the three- 
year total is correspondingly reduced. 
Secondly, the formula introduces pro- 
nounced lags in both elements of the 
ratio. The reserve balance is deter- 
mined, on the average, one year ahead 
of the period during which the result- 
ant tax rate is effective, while the lag in 
payrolls averages two and one-half 
years. The general arguments quoted 
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earlier with respect to the cyclically un- 
stabilizing character of experience rate 
variations seem to rest upon the implicit 
assumption of virtually instantaneous 
rate changes with changes in the level 
of business activity. The influence of 
the time lags in the rating process, how- 
ever, may be such as to lead to mark- 
edly different conclusions. 

It should be apparent, even at this 
point of the discussion, that it is haz- 
ardous to make hasty generalizations as 
to how experience rates will behave over 
the cycle. The matter is not only theo- 
retically complex; it involves certain as- 
sumptions as to facts concerning which 
only guesses can be made. However, 
the implications of a few simple as- 
sumptions will be traced out. 

If we assume a short cycle of three or 
four years duration so that fluctuations 


in payrolls are fairly well eliminated by 
the moving total, then experience rate 
changes depend primarily upon changes 


in the reserve balances. With such a 
short cycle the average one-year lag in 
the reserve account factor may very 
well tend to cause rates to be high when 
business is prosperous and low during 
recession, i.c., bring about variations 
that are cyclically stabilizing. The ex- 
tent of the stabilizing, or unstabilizing, 
effect will be determined by the dis- 
placement of the cycle with respect to 
the calendar year and the extent and 
timing of the variation in the reserve 
accounts. In normal periods reserves 
may be expected to vary promptly with 
any change in business conditions and 
consequently lead to rate changes as 
soon as a new rate is computed. 

The accompanying diagrams (Chart 
I) illustrate possible rate fluctuations 
based on various displacements of the 
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cycle with respect to the calendar year. 
On each of the four figures, the calen- 
dar year is indicated along the base line, 
the midyear computation dates (A, B, 
C,...) along the center line, and the 
calendar year to which the computation 
date applies along the top line. The esti- 
mated tax rate level for calendar years 
3, 4, and § are shown just below the 
base line. It is assumed that payrolls 
vary in direct proportion to the cyclical 
level, so that the three-year moving 
total of payrolls, the denominator of the 
reserve ratio, will be constant for the 
uniform three-year cycle of the dia- 
grams. The numerator of the typical 
employer’s reserve ratio, however, will 
change according to the comparative 
levels of benefit charges to his account 
and his tax payments. It was next as- 
sumed that benefit payments vary in 
inverse proportion to the cycle, and the 
rate levels were estimated accordingly. 
For example, in Figure a, the low rate 
level for calendar year 3 was computed 
at time point B and followed from the 
favorable benefit payment situation in 
the fiscal year AB. A similar procedure 
was followed for the other calendar 
years, 4 and §. The cyclical pattern of 
experience rates thus established was 
then taken into account in re-estimat- 
ing experience rates on the basis of the 
influence of both the benefit payment 
and tax collection factors on reserve 
variations; but no change in the rate 
pattern resulted from this second esti- 
mation. 

There was only one instance where a 
further assumption was required in or- 
der to estimate the rate level. This was 
in Figure 6, calendar years 4 and 5, 
where the relevant benefit levels were 
apparently equal. In this case, it was 
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assumed that the benefit level was 
higher in the recession phase than in the 
recovery phase; the high rate was there- 
fore assigned to year 4. It may be 
readily observed that shifts in timing of 
the cycle with respect to the calendar 
year also shift the timing of rates with 
respect to the cycle. In deciding 
whether a rate was stabilizing or not, 
the simplest approach seemed to be to 
accept as stabilizing a rate level com- 
parable to the cyclical level (i.e., a low 
rate during a year when business was 
below normal, etc.). 

The general tendency, as shown in 
the diagram, is toward a stabilizing ef- 
fect on the basis of the several assump- 
tions just described; but this might not 
result if we made certain other assump- 
tions as to distribution of benefit pay- 
ments over the cycle, if irregularities in 
the cycle were introduced, or if special 
assumptions were made as to the level 
of rate or type of rate change required 
at particular junctures of the cycle in 
order to obtain true stabilizing reac- 
tions. The argument advanced here is 
merely that, in the case of a short cycle 
and with the experience rating provi- 
sions operative in Indiana (and many 
other states), the cyclical variation in 
rates seems more likely to be stabilizing 
than unstabilizing. 

With regard to a longer cycle, say one 
approximating ten years in duration,” 
the present experience rating system ap- 
pears less likely to behave in a stabiliz- 
ing manner. Since the moving total 
would not eliminate payroll variations, 
both factors in the formula must be al- 
lowed for. Consider a year in which a 


12 Choice of three-year and ten-year cycles for 
purposes of illustration in the present discussion was 
made on the basis of well-known concepts as to 
average duration of the 
length ” cycles. 


“short” and “ medium 
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downturn occurs. The rates in that 
year, based on the favorable benefit ex- 
perience of the preceding prosperity, 
would presumably be low. Thus, there 
would be a stabilizing effect at the up- 
per turning point, and the same conclu- 
sion applies to the lower turning point.’* 
As the decline continued, the reserve 
accounts would fall, the decline in pay- 
rolls would lag far behind, and rates 
would rise in the later phases of depres- 
sion (and likewise fall in later phases of 
prosperity). If the cyclical fluctuation 
were wide, reserves of many firms might 
become seriously depleted in depression, 
or quite large in prosperity, thus intro- 
ducing some additional lag in the ex- 
perience rate variations. All the quali- 
fications mentioned above in connection 
with experience rate variation over the 
short cycle are equally applicable in the 
present instance. However, the general 
expectation is for much less satisfactory 
adjustments of rates with regard to long 
cycles than short cycles. 

It is improbable that an experience 
rating plan can be formulated which 
will be automatically stabilizing, so far 
as tax rate variation goes, both for the 
long and the short cycle. If a choice 
must be made, it is reasonable to prefer 
existing arrangements which promote, 
or at least do not interfere with, short 
cycle stabilization. This is true because 
small scale, automatic stabilizing forces 
may be effective with the short cycle. 
If major, long cycle fluctuations de- 
velop, large scale nonautomatic stabiliz- 
ing efforts, such as public works pro- 
grams, will doubtless be required; com- 


13 Although it can be accepted that a low rate at 
the upper turning point is desirable, there is serious 
doubt as to the desirability of a high rate at the 
lower turning point. Such a rate would be stabiliz- 
ing, but stabilization at a low level of activity is 
hardly a worth-while objective. 
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pared to these, the unfavorable aspects 
of experience rate variation will be of 
negligible significance. 

Empirical Evidence 

The behavior of the average employer 
contribution rate in Indiana and other 
states under the operation of the experi- 
ence rating system offers the only 
readily available evidence for the as- 
serted tendency of unemployment tax 
rates to decline during periods of pros- 
perity and rise during periods of depres- 
sion. The data for Indiana will be con- 
sidered first. 

The years after 1938 have been char- 
acterized generally by rising and con- 
tinued high levels of employment; and 
experience rates in Indiana declined 
steadily through 1947, the decline being 
helped along by liberalizing changes in 
the experience rating formula. Follow- 
ing the 1947 low, there was a minor 
cyclical variation in the average contri- 
bution rate; a rate increase from 1948 
to 1950 was followed by a decline in 
1951 and 1952."* It might be argued, 
however, that the whole period since 
1939 represents a long run expansionary 
phase, with certain minor short cycle 
fluctuations superimposed on that trend 
in the postwar years. From this long 
run point of view, the behavior of the 
experience rate has been generally un- 
stabilizing, and the liberalizing legal 
changes have augmented the unstabiliz- 
ing tendencies. These findings are in 
harmony with expected behavior of ex- 
perience rates in long run expansions or 
contractions.*® 


14 The 1947 and 1951 rates were affected by major 
legal changes, both tending toward lower rates, thus 
making comparison on a continuous uniform basis 
impossible. 


15 It may be well to note that the legal changes 
working toward lower rates were partly in recognition 
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Since the war there have been two 
short downturns in levels of employ- 
ment, the first beginning in the latter 
half of 1945 and extending through the 
first half of 1946 and the second begin- 
ning in early 1949 and continuing to 
early 1950. Average employer contri- 
bution rates for the years 1944 through 
1952, along with the more important 
factors affecting those rates, are shown 
in Table 3. 

It is apparent that the 1945-1946 
economic decline could not have af- 
fected the 1946 rates since these were 
determined before the decline got under 
way—and the average rate was lower 
than in 1945. By 1947 high level ac- 
tivity was resumed, and the average ex- 
perience rate would likely have been 
higher had it not been for the new rate 
provisions which became effective that 
year. The 1949 rate increase was, of 
course, unstabilizing. It is also rather 
difficult to explain except in terms of 
the rapid inflationary expansion of pay- 
rolls which occurred in 1947 and 1948, 
along with the exceptional growth in 
the number of new firms just after the 
war.’® Clearly, the increased benefit 
payments in 1949 could not have been 
the reason. They should have increased 
the 1950 rate, and no doubt they were 
partially responsible for the observed 
increase. A further large upward 
movement of the payroll base, offset to 


of the fact that the unemployment compensation 
system appeared to be seriously overfinanced. Despite 
tax reductions, the trust fund, and also the admin- 
istrative fund, operated at substantial surpluses, both 
in Indiana and for the nation as a whole, over the 
years 1939-1945, inclusive. In this respect the oper- 
ation of the whole system was stabilizing, despite 
the rate declines. 


16 See the second and third columns of Table 3. 
According to the Indiana law, a firm is not eligible 
for a contribution rate reduction until it has paid 
the unemployment tax for three years. 
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some extent by a decrease in the num- 
ber of unrated firms, also worked to- 
ward a higher average rate in 1950. 
Rate behavior in 1949 and 1950 thus 
might encourage a belief that when 
payroll variation and changes in num- 
ber of new firms become very promi- 
nent, rates are less likely to be stabiliz- 
ing for the short cycle. However, the 
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If we seek to examine rate behavior 
on upturns, it is found that the influ- 
ence of higher employment in 1947 is 
obscured by a statutory change which 
liberalized the requirements for rate re- 
duction. In 1950, a year with heavy 
unemployment in the first quarter but 
rapid recovery thereafter, the rate was 
up; and it stayed up in 1951, a pros- 


TABLE 3 
PAYROLL AND OTHER Factors IN EXPERIENCE Rate Computations, INDIANA, 1944-1952 


Unrated Firms 
Per Cent 
of All 
Firms 
20.3% 

13.2 
22.5 
249 
27.1 
32.1 
29.0 
25.1 
18.7 


Average 
Employer Number 
Tax Rate 


1944 1.85 
1945 1.56 
1946 88 
1947 55 
1948 60 
1949 74 
1950 1.03 
1951 1.00 
1952 42 


Source: 


‘alendar 
Year 


1943 
1944 
1945 
1946 
1947 
1948 
1949 
1950 
1951 


2,303 
1,500 
2,596 
3,307 
3,708 
4873 
4477 
3,963 
3,010 


Relevant 
Fiscal 
Year 


Taxable Payrolls 

Three Yr. Per Cent 
Totals Change 

(millions) in Total 


Benefit 
Payments 
(millions) 


Amount 
(millions) 
$1,724 
1,889 
1,879 
1,584 
1,930 
2,187 
2,243 
2,197 


2611 


$5,492 sees 
5,352 - 16% 
5,393 8 
5,701 5.7 
6,360 116 
6,627 42 
7,051 64 


Data compiled from information supplied by Indiana Employment Security Division. 
The amount of taxable payrolls was estimated from fiscal year total payrolls by use of 


calendar year ratios of taxable to total payrolls. 


degree of inflation experienced in this 
period was unusual, as were also the 
shifts in population of business firms; it 
is possible that in time of less rapid ex- 
pansion, the rather long lag involved 
would limit the force of the payroll 
factor. Another possibility, difficult to 
verify empirically, is that the 1949 and 
1950 rate increases were part of a gen- 
eral movement reversing a long term 
trend which had carried experience rates 
to untenably low levels in 1947 and 
1948. In other words, the experience 
of the later war years, based on mini- 
mum frictional unemployment, could 
not be expected to continue in the post- 
war era. Thus there were important 
elements in the situation other than 
those engendered by the ordinary short 
run cycle. 


perous year. In 1952, also a very good 
year, observation is again obscured by 
another statutory change favorable to 
low rates. We may conclude that be- 
havior of experience rates on upturns, 
like that on downturns, appears to be at 
least partly stabilizing. 

The empirical evidence for Indiana 
thus appears to be indecisive as between 
a stabilizing or an unstabilizing effect 
from experience rating. It does seem 
sufficiently clear-cut to call for a rejec- 
tion of the hypothesis that experience 
rating, as it operates in Indiana, is gen- 
erally unstabilizing. It suggests, rather, 
that under favorable conditions rate 
movements may be of a stabilizing na- 
ture so far as the short cycle is con- 
cerned. Our data are too short run to 
say much about longer cycle effects. 
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Still, they are not averse to a view that 
in 1949 long run and irregular forces 
combined to bring about a minor un- 
stabilizing result. If experience rating 
is generally stabilizing with respect to 
short cycles (which our theory sug- 
gests) but unstabilizing over longer 
cycles (which our theory also suggests) , 


NATIONAL TAX JOURNAL 


| Vor. VI 


other increase, this time in a recession 
year and unstabilizing; but the 1950 
and 1951 increases could be viewed as 
stabilizing. Thus in the postwar period 
there were four changes which could be 
classified as stabilizing against two un- 
stabilizing." 

In dealing with experience rate be- 


TABLE 4 


INsurED UNEMPLOYMENT AS PERCENT OF CoveRrED EMPLOYMENT, AND AVERAGE EMPLOYER 
CONTRIBUTION RATE ror ALL EXPERIENCE RatING States, 1942-1951 


Insured Unemployment as Per- 
cent of Covered Employment 
Percentage 
Change from 
Previous Year 


Percent 


77.3% 
20.0 
425.0 
1286 
35.4 
3.2 
106.7 
- 258 
- 39.1 


Average Employer Contribution Rate 


Number of 
Experience 
Rating States 


34 181 
40 1.78 
42 1.59 
45 1.56 
45 1.37 
50 1.40 
51 1.24 
51 1.31 
51 1.49 n 
51 1.60 : 


Percentage 
Change from 
Previous Year 


Rate 


Ss 
~* 


....% 
_ » 
om, 


l ao 
— a 
“IQ Cre whe 


Bude iv OAs: 


Source: Adapted from Ida C. Merriam, Social Security Financing, FSA, Social Security Adminis- 
tration, Division of Research and Statistics, Bureau Report No. 17 (1952), Table 4, p. 68. 


then this type of result would occasion- 


ally happen. On this basis it may be 
concluded that neither the hypothesis as 
to effects on the short cycle nor the hy- 
pothesis as to effects on longer cycles 
must be rejected in light of present data 
from Indiana. 

For the nation as a whole, average ex- 
perience rate behavior is rather similar 
to that observed in Indiana (see Table 
4). During the years 1942 to 1945, 
when unemployment was abnormally 
low, the average rate declined steadily. 
It also fell in 1946, a year with notice- 
ably higher unemployment, and this de- 
cline can be interpreted as stabilizing 
relative to the 1945-1946 recession. In 
1947 the national average, unlike In- 
diana’s, rose very slightly—also a sta- 
bilizing change. In 1949 there was an- 


havior for the nation as a whole, one ad- 
ditional complication must be consid- 
ered, namely, the fact that several dif- 
ferent experience rating plans are in 
effect in the various states. The re- 
serve-ratio plan, which has been de- 
scribed in connection with the analysis 
of the Indiana data, is used by about 60 
per cent of the states. In the period 
under discussion, 1942-1951, some seven 
states used a benefit-wage-ratio plan. 
This plan determines individyal experi- 
ence rates on the basis of a ratio of total 
base-period wages earned by all former 
employees drawing benefits during a 
given year to total wages paid by the 


17I¢ should be pointed out that some of the 
changes were small, and that no effort was made to 
distinguish between changes arising out of normal 
operations of experience rating and those due to 
statutory change or other extraneous factors. 
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employer during the same period. Six 
other states employed a_benefit-ratio 
plan which utilizes the ratio of benefit 
payments to payrolls as the determining 
factor in experience rate variation. 
Some five states made use of a fourth 
type of formula called the payroll-vari- 
ation plan. Under this formula each 
employer’s contribution rate depends 
solely on periodic decreases in his total 
payroll. The remaining states (three or 
four) made use of combinations or 
modifications of these basic types of ex- 
perience rating formulae.'* 

When the states are classified into 
groups according to the type of experi- 
ence rating plan in effect, about the 
same pattern of average experience rate 
behavior develops, as was noted above, 
for all states combined. The reserve 
ratio plan differs from the general pat- 
tern for the whole country in showing 
a small increase in 1943 (probably at- 
tributable to five new states coming in 
under this plan), a decrease in 1947, 
and a decrease in 1949. Ignoring 1943, 
and offsetting the 1947 decrease (un- 
stabilizing) against the 1949 decrease 
(stabilizing), the same over-all total of 
four stabilizing and two unstabilizing 
changes is obtained for the postwar pe- 
riod. Results for this same period un- 
der the other four types of plan may be 
summarized as follows: 


Stabilizing Unstabilizing 
Changes Changes 
Benefit-wage-ratio .. 4 2 
Benefit-ratio 5 

Payroll variation ... 3 

Other 


Type of Plan 


It thus appears that there is some varia- 


18 For details of these formulae and some com- 
parisons see U. S. Bureau of Employment Security, 
Comparison of State Unemployment Insurance Laws 
as of December 1951, pp. 17-23. 


UNEMPLOYMENT BENEFITS 


207 


tion in stabilizing effect as between the 
different experience rating plans. In no 


case, however, do the data suggest a 


preponderantly unstabilizing effect. 
Another basis for comparison is 

found in the rate changes for individual 

states (Table 5). It is apparent that 


TABLE 5 


EXPERIENCE RATE CHANGES BY STATES, 1946-1951 
NUMBER OF STATES WITH EXPERIENCE Rate 


Not 


Decreasing Changing 


Increasing 
40 
23 25 
23 27 
27 24 ) 
32 16 2 
35 13 3 


Source: Compiled from Ida C. Merriam, Social 


Security Financing, op. cit., Appendix 
Table 9, p. 177. The Table covers all 
states and territories with experience 
rating plans in effect, 51 in total. 
average tax rates behaved in a stabiliz- 
ing manner for the vast majority of 
states in 1946, in about half the states 
in 1947 and 1948, in slightly less than 
half in 1949, and in about two-thirds 
of the states in 1950 and 1951. Again 
it must be cautioned that size of change 
has been ignored and that very simple 
assumptions were made as to the nature 
of a stabilizing change. Nevertheless, 
the data cited in this section are cer- 
tainly ample reason for questioning the 
frequent assertion that the effects of ex- 
perience rating are unstabilizing. 


Proposed Modifications of Experience 
Rating Procedures 

The adoption of one or all of the pro- 
posed modifications in experience rating 
procedures referred to earlier has been 
advocated on the grounds that they 
would mitigate, in varying degrees, the 
adverse relationship between the effects 
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of experience rating and fiscal measures 
designed to achieve a greater degree of 
economic stability. The foregoing 
analysis questions the existence of this 
adverse relationship, at least for short 
cycles, and hence the necessity of de- 
vising means of eliminating it. 

It may be remarked that one of these 
proposals, that for use of the most re- 
cent year’s payroll, might really be 
more unstabilizing with respect to short 
cycles than the present method of using 
the preceding three-year total—at least 
for the large number of states with 
the reserve-ratio plan. Depending on 
whether the calendar or fiscal year was 
taken as ‘‘ most recent,” the payroll base 
would lag on the average one-half or 
one year behind the effective rate. 
There would be greater short run varia- 
tion in the payroll factor than under 
the three-year moving total method and, 
with the lag, the tendency might well 
be toward less stabilizing (or more 
unstabilizing) experience rates. For 
longer cycles, the one-year payroll base 
would probably be less stabilizing at the 
beginning of a decline or upturn, but 
more stabilizing in the latter phases of 
these movements than present arrange- 
ments. 

There are further objections to these 
modifications. Their adoption is de- 
fended as a recognition of an experience 
factor which is ignored by existing ex- 
perience rating formulae, and hence 
they are not thought to conflict with 
the basic philosophy of experience rat- 


ing but rather to represent an extension 


of that philosophy. While there may 
be some merit in this general position, 
there appear to be significant contradic- 
tions between each of the specific meas- 
ures and the original purpose of experi- 
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ence rating which was to provide an in- 
centive to the individual employer to 
stabilize employment in his own plant. 

If the suggestion to use the most re- 
cent year’s payroll as a base for the cal- 
culation of the reserve ratio were 
adopted, then a factor other than 
chargeable benefit payments (which are 
supposed to measure the success or fail- 
ure of employer stabilization efforts) 
would be permitted to influence the 
determination of the contribution rate.’® 
To allow any factor other than varia- 
tions in the amount of compensable un- 
employment to influence the individual 
employer contribution rate weakens 
whatever stabilization incentive there 
may be in an experience rating system. 

The proposal to devise some formula 
for imposing extra payroll taxes upon 
firms whose payrolls expand very rap- 
idly is perhaps sound from the point of 
view that such expansion represents a 
rapid accrual of future benefit liability; 
however, it certainly raises some nice 
questions of economic policy. Penalties 
on the expansion of new firms and in- 
dustries would in general not find much 
favor among economists or business- 
men, except in highly specialized cir- 
cumstances, 

The final proposal to limit contribu- 
tion rate increases during or immedi- 
ately after a period of substantial un- 
employment, while perhaps consistent 
with fiscal policy measures designed to 
achieve stability, likewise departs from 
the original “ stabilization incentive ” 
of experience rating. Unless such a sys- 
tem were carefully designed, the alloca- 


19 Actually it was in the interests of mitigating 
the influence of payroll variations upon the calcula- 
tion of the individual employer tax rate, that Indiana 
and a number of other reserve-ratio states revised 
their original statutes to use a three-year average of 
payrolls instead of the most recent year. 
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tion of the costs of unemployment in- 
tended by a system of experience rating, 
and defended as proper by the sup- 
porters of experience rating, would be 
significantly distorted. Finally, if the 
proposal is simply a device for using up 
excessive reserve balances in state un- 
employment compensation systems, it 
may properly be argued that long range 
financial planning of the contribution 
rate structure can devise a safer and 
probably more equitable method of 
utilizing these excess reserves. 


Summary 


In summary, experience rating, as the 
system exists in the financial structure 
of Indiana and most other states, is 
surely less in conflict with fiscal meas- 
ures designed to promote economic sta- 
bility than has been assumed by most 
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economists who have dealt with this 
subject. Indeed, there is reason to be- 
lieve that in some instances, particularly 
as regards short cycles of about three 
years duration, experience rating acts in 
a cyclically stabilizing fashion more 
often than not. This argument against 
experience rating therefore appears to 
be of limited validity, and proposed 
modifications aimed at eliminating the 
basis of it appear superfluous. The pro- 
posed modifications also appear to be in- 
consistent with many of the advantages 
claimed for a financial system domi- 
nated by experience rating. The fact 
that the payroll tax is small in magni- 
tude, and its influence probably minor 
compared to other economic forces at 
work in cyclical fluctuations, reinforces 
the conclusion that no serious damage is 
being done. 





MEASURING THE OPTIMUM SIZE OF A FIELD 


AUDIT 


STAFF 


RONALD B. WELCH * 


He” large should an audit program 
be? Most of those who are re- 
sponsible for the administration of a tax 
will say with little hesitancy that their 
audit programs should be enlarged. 
Many responsible taxpayers whose in- 
terests lie in assuring the responsibility 
of others will agree, and so will many 
legislators who are interested in main- 
taining the integrity of a tax base and 
what has come to be known as “ tax- 
payer morale.” But just how much 


larger should they be? 
The California State Board of Equali- 
zation faced this problem in an acute 


form not long ago. The acuteness was 
occasioned by the view of our legislative 
budget committee staff that we needed 
fewer, not more, sales tax auditors. In 
the course of the ensuing controversy, 
the Research and Statistics Division of 
the Board was directed to conduct a 
Sample Audit Program comparable to 
that initiated by the Bureau of Internal 
Revenue a few years ago. Out of this 
study has come a procedure for meas- 
uring the optimum size of an audit pro- 
gram. The same type of analysis may 
be used to describe the “ shape ” of the 
program of optimum size or the best 
possible “shape” of a program of 
greater or lesser size. 

* The author is Chief of the Division of Research 
California State Board of 


Equalization and Secretary of the National Tax As- 
sociation, 


and Statistics in the 


What Is an Optimum Audit Program? 


The first step in measuring the proper 
size of an audit program is to define an 
optimum program. After examining a 
number of candidates, we have con- 
cluded that the most acceptable defini- 
tion is this one: An optimum audit pro- 
gram is one which maximizes the excess 
of total tax assessments plus refunds of 
self-assessed taxes over the total cost of 
auditing. Note that total tax assess- 
ments, not just deficiency assessments, 
are referred to in this definition; we be- 
lieve that one of the most important re- 
sults of an audit program is better self- 
assessment. Note also that refunds of 
self-assessments are added to self-assess- 
ments, not subtracted from them; it is 
as important, we think, to correct over- 
assessments as to correct underassess- 
ments, and audit time is required 
whether such overassessments are dis- 
closed by auditing or are first brought 
to the administrator’s attention by peti- 
tion for refund. Note, finally, that the 
only cost that is to be deducted is the 
cost of auditing; the costs that would 
be incurred even if there were no audit 
program are not involved in the calcu- 
lation. 

Figure 1 illustrates this definition. 
Hours of audit work are plotted on 
the horizontal axis in units of ten thou- 
sand. On the vertical axis revenues are 
plotted in millions. Without any au- 
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diting at all, it is indicated that there 
would be $73 million of self-assessed 
taxes. The amount of self-assessed taxes 
would be greater, however, with an au- 
dit program; $90 million, for example, 
with a 40,000 hour audit program or 
$100 million with a 90,000 hour pro- 
gram. (These are not intended to be 
realistic figures; they are merely illus- 
trative of a principle.) In addition, of 
course, the audit program produces de- 
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TENS OF THOUSANDS OF HOURS 
Figure 1 


ficiency assessments and discloses or 
verifies cases in which the taxpayer has 
overassessed himself; that is, it detects 
what we refer to as “ misplaced tax.” 
This disclosure of misplaced tax is repre- 
sented—in exaggerated form—in the 
upper part of Figure 1. Finally, the 
larger the audit program the more it 
costs, as indicated by the rising straight 
line at the bottom of the figure, the 
slope of which is exaggerated somewhat 
to distinguish it clearly from the base 
line. The preferred definition of an 
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optimum audit program can now be 
visualized as one in which the vertical 
distance between the cost-of-auditing 
line and the top line on Figure 1 is at its 
maximum. 

Although this represents what we re- 
gard as the ideal definition of an opti- 
mum audit program, we have had to use 
a different definition for analytical pur- 
poses. We have found no means as 
yet—and are not optimistic about find- 
ing them—of measuring the effect of 
varying amounts of auditing on self- 
assessments. Consequently, we have had 
to work with a definition that omits 
this factor, An optimum audit pro- 
gram under this modified definition is 
one which maximizes the excess of defi- 
ciency assessments plus refunds of self- 
assessed taxes over the cost of auditing. 
We believe that this definition produces 
a lower estimate of the optimum size of 
an audit program than the preferred 
definition since it seems virtually certain 
that an increase in the size of an audit 
program will not only produce more 
deficiency assessments but will also in- 
duce more complete self-assessment. We 
use it not out of choice but out of 
necessity. 


Why Audit One Account in Preference 
To Another? 


If one were blessed with perfect fore- 
sight, he would probably not be a tax 
administrator. But let us suppose, for a 
moment, that tax administrators are 
and are operating with 
limited budgets. What accounts will 
get the highest priorities in the audit 
program? 

There are several possible answers to 
this question. One administrator might 
say that he would give top priority to 
the accounts whose ratios of correct 


omniscient 
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liability to self-assessed liability are 
farthest from one; thus an account with 
a correct liability of $15 and a self- 
assessed liability of $10 would get as 
high a priority as one with a correct 
liability of $150,000 and a self-assessed 
liability of $100,000. Another ad- 
ministrator might give top priority to 
the account whose audit would disclose 
the largest amount of misplaced tax. 
But most would agree, it is believed, 
that top priority should be given to the 
accounts whose audit will disclose the 
largest excess of misplaced tax over the 
cost of disclosing it. Thus the omnis- 
cient tax administrator would arrange 
his accounts substantially in descending 
order of detectable misplaced tax per 
hour of audit time and audit as far 
down the list as his resources permitted. 
This is the choice which is consistent 
with the modified definition of an op- 
timum audit program set forth above. 
Being mortal rather than divine, tax 
administrators do not fully succeed in 
assigning audit priorities by this rule. 
But if they are worthy of their hire, 
they succeed to a limited extent in their 
objective. Even our severest critics ad- 
mitted long before we had the facts to 
prove it that the California administra- 
tors were making better than random 
selections of accounts for audit. We are 
happy to say that the facts bore out this 
hypothesis, though it should be added 
in the interests of the whole truth that 
they also bore out our impression that 
the administrators were not divine. 


The Principle of Diminishing Returns 


Suppose that a state has 40,000 sales 
tax accounts and that it would require 
600,000 hours of direct audit time to 
audit all of them within a three-year 
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period during which the law authorizes 
the assessment of deficiencies.. But in- 
stead of the 200,000 auditor-hours a 
year required for 100 per cent audit 
coverage, the tax department’s budget 
authorizes only 10,000 audit-hours a 
year. With only 10,000 audit-hours, 
the department should detect a large 
amount of misplaced tax per hour, since 
it would assign its auditors to accounts 
that were practically certain to show 
substantial deficiencies (or the con- 
verse)—cases on which it had tips or 
very strong suspicions, those where the 
line of demarcation between taxable and 
nontaxable sales was particularly ob- 
scure, etc. Let us assume that the 
auditors discover an average of $50 of 
misplaced tax an hour, or $500,000 with 
the 10,000 audit-hours. 

How much misplaced tax would the 
department have detected with twice as 
large a budget—20,000 hours of direct 
audit time? Not twice as much, surely, 
because with twice the staff it would 
have had to assign some of its auditors 
to less likely looking accounts. The ad- 
ministrator’s judgment would not prove 
infallible; some of the accounts that 
would have been passed up with the 
10,000 hour budget would turn out 
when audited under the 20,000 hour 
budget to have been better bets than 
others that were chosen with the smaller 
budget. But though not infallible, 
neither was the judgment blind. Some 
of the second choice accounts would be 
more profitable audit subjects than the 
first choice accounts, but they would 
almost certainly be less profitable on the 
average. So the 20,000 hour budget 
would not result in the detection of 
twice as much misplaced tax as the 
10,000 hour budget did. Let’s say it 
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yielded $875,000. The addition of 
10,000 hours of audit time increased the 
yield of the audit program by $375,000. 
The addition of still another 10,000 
hours would have increased the yield by 
something less than $375,000, say 
$260,000. Generalizing, we can say 
that additional increments of audit time 
will result in the detecting of decreasing 
increments of misplaced tax. 

This principle is illustrated graphi- 
cally in Figure 2. Note that the curve 
continues to rise throughout its length, 
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Figure 2 


indicating that each addition to the 
audit staff results in the detection of 
additional misplaced tax. But if the 
department is trying to use its audit staff 
the way most administrators do, and if 
the administrator’s judgment is any 
good at all, the curve will rise at a de- 
creasing rate as the size of the audit staff 
is increased. 

It should. be emphasized that this 
analysis relates to the misplaced tax that 
would be detected in any one year with 
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a staff of a certain size as compared 
with the misplaced tax that would have 
been detected in the same year with a 
staff of a different size. It does not 
mean that a department with a 10,000 
hour budget one year and a 20,000 hour 
budget the next year would disclose 
$500,000 the first year and $875,000 
the second year. The principal reason 
that it does not mean this is that any 
number of other things may have hap- 
pened between one year and the next. 
Everything must be held constant ex- 
cept the size of the audit staff. This, of 
course, is exactly what is done intui- 
tively when a tax department asks for 
an audit staff bigger than the one the 
budget director is recommending. 


Marginal and Average Curves 


There is another form in which the 
figures we have used can be plotted that 
will make them easier to use in deter- 
mining the optimum size of the audit 
program. Instead of plotting the total 
misplaced tax detected by a staff of 
varying size, one can plot the misplaced 
tax detected by each addition to the 
staff size. The result is the “ marginal ” 
curve illustrated in Figure 3. The first 
point plotted on this figure in the upper 
left-hand portion of the chart is 
$500,000, the amount of misplaced tax 
assumed to have been disclosed with a 
10,000 hour budget. The next point— 
to the right and farther down—is the 
$375,000 that we assumed would be 
added to the amount of misplaced tax 
detected by an additional 10,000 hours 
of auditing, and so on. 

A marginal curve is often confused 
with an average curve because the two 
curves look alike. Figure 4 shows both 
curves. The average curve, except at 
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its origin, is always higher than the mar- 
ginal curve, and it drops off less rapidly. 
This failure to drop as rapidly as the 
marginal curve has important impli- 
cations to tax administrators. How 
often we hear it said that each additional 
dollar of expenditure on an audit pro- 
gram will produce X dollars of ad- 
ditional revenue because the existing 
program is producing an average of X 
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dollars for every dollar spent! This is a 
very dangerous prediction to make. 
The average productivity of an audit 
staff of given size is a very slender clue 
to the productivity of an increment in 
the staff; the only thing of which one 
can be reasonably sure is that an ad- 
ditional auditor will disclose less mis- 
placed tax than the average disclosure 
of the present staff. How much less 
the additional auditor will disclose can- 
not even be guessed without knowing 
something about the shape of one of the 
curves illustrated in Figures 2 to 4. 
Ordinarily a tax administrator knows 
only a single point on the total curve 


NATIONAL TAX JOURNAL 


| Vou. VII 


(Figure 2) and a single point on the 
average curve (Figure 4), plus the fact 
that the total curve starts at the origin 
of the chart. Of course the shape of a 
curve cannot be divined from this 
limited information. 


Cost Curves 


With the definition of an optimum 
audit program which we have adopted, 
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we are concerned with cost of auditing 
as well as with the amount of misplaced 
tax detected. 

It appears that the addition of field 
auditors to the staff makes very little 
difference in the cost per hour of audit- 
ing. Conceivably additional field audi- 
tors permit a thinner spreading of the 
overhead so that the unit cost of audit- 
ing diminishes as the program is en- 
larged. But, to be on the conservative 
side, let us assume that the cost per hour 
is constant. Then the total cost of an 
audit program is illustrated by Figure 5. 
The total cost curve shown in this figure 
is a straight line sloping upward to the 


right. The steepness of the slope de- 
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pends upon the cost per hour; as the 
cost increases, the line becomes steeper. 


The Optimum Audit Program Size 


It might be supposed that Figure 5 
would tell how large the audit program 
should be. Why not continue auditing 
as long as the total misplaced-tax-de- 
tected curve is above the cost line— 
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until all accounts are audited if the two 
lines never intersect as in Figure 5? The 
answer can best be seen by reverting to 
the marginal misplaced-tax-detected 
curve and adding to it a marginal cost 
line. This we do in Figure 6. 

The horizontal line is the marginal 
cost curve. The fact that it is hori- 
zontal rather than sloping reflects the 
previously-stated assumption that a 
second ten thousand hours of direct 
audit work would cost the same as the 
first 10,000 or a third 10,000. In this 
figure and those to come, a cost of $5 an 
hour, or $50,000 for each 10,000 hours, 
is assumed. 

It is this pair of lines that tells us the 
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most profitable scale of auditing—effects 
on self-assessments aside, of course. Up 
to the point where the two lines inter- 
sect, each additional 10,000 hours of 
audit time has disclosed more misplaced 
tax than it cost. The first 10,000 was 
very profitable; it disclosed $500,000 
and cost only $50,000. The second 
10,000 was a little less so. And the 
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ninth 10,000 just about paid its way. 
The amount of misplaced tax disclosed 
by the eleventh 10,000 hours was less 
than the cost of disclosing it; it was not 
worthwhile ‘except for possible effects 
upon self-assessments) to do_ this 
auditing. 

The intersection of the two marginal 
lines is the point of diminishing net 
returns. There is still a net return 
from the auditing program as a whole, 
because there is a considerable profit— 
the shaded area on the left of Figure 6. 
But the net return becomes progres- 


sively less as the audit program is ex- 
panded beyond the intersection point, 
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and eventually it disappears altogether 
when the audit program is of the size 
indicated by the intersection of the 
total cost and total misplaced-tax- 
detected lines, if there is such an inter- 
section. 

Drawing Realistic Curves 

The curves presented here are purely 
illustrative. Of course one could not 
go to a budget hearing with figures of 
this sort and expect to make much of an 
impression. But fairly close approxi- 
mations of the actual figures can be ob- 
tained by auditing a random sample of 
all accounts. This we have done in 
California.’ 

The hard thing about drawing the 
figures is to find more than two points 
on the total misplaced-tax-detected 
curve or any of its derivatives. Three 
points are always known or can be 


readily found if they are not known. 
One of these is the zero-zero point on 
the total misplaced-tax-detected curve 


and the total cost line. If there were no 
hours spent in auditing, the misplaced 
tax disclosed by auditing would be zero 
and the cost of auditing would also be 
zero. The other known or readily ascer- 
tainable points are the amount that the 
present audit program, whatever its size 
may be, is producing and what it is 
costing. Suppose, for example, that a 
department has a 100,000 hour audit 
program. If that program is disclosing 
$1,900,000 of misplaced tax and is cost- 
ing $500,000, both these figures can be 
plotted and the straight-line cost curve 


1Some of the sampling problems and techniques 
are described by the author in Revenue Administra- 
tion, 1953 (Chicago: National Association of Tax 
Administrators, 1954), and The California Sales Tax 
Sample Audit Program (Sacramento: State Board of 
Equalization, 1954). 
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can be drawn on a chart like Figure 7. 
Here we have plotted a point, P, on a 
hypothetical total misplaced-tax-de- 
tected curve. This is the amount of 
misplaced tax actually detected with a 
100,000 hour audit program. We also 
have a point, R, on a hypothetical total 
cost curve indicating the total cost of 
the 100,000 hour program. 
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By random sampling of unaudited 
accounts, we were able to estimate the 
number of hours required and the 
amount of misplaced tax that would be 
detected were we to audit every one of 
our accounts. Locating the number of 
hours required for a 100 per cent audit 
program on the base line of the chart 
and plotting the misplaced tax that we 
estimated would be disclosed by such a 
program directly above this point on the 
base line gave us a third point on our 
total misplaced tax curve. Figure 8 
shows this additional point, Q, directly 
above the point on the base line that 
represents the 200,000 hours assumed at 
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the beginning of this article to be re- 
quired to audit all accounts. The figure 
also shows the cost of a 100 per cent 
audit, S, which is a projection of the 
straight line OR. 

Nothing is known about any points 
on the misplaced-tax-detected curve 
intermediate between O and P or P and 
Q.* This area of doubt was resolved in 
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the California study by using a very 
steep curvature at the left end of the 
line and a very slight curvature at the 
right end, a procedure deliberately de- 
signed to minimize the indicated staff 
size. 

Having the total misplaced-tax-de- 
tected curve, one can draw the marginal 


2 Nor do we have any hopes of discovering them 
since it does not seem feasible to request the audit 
supervisors to sit down with a list of accounts that 
will become eligible for audit in the next three years 
and assign priorities to them in terms of expected 
excess of misplaced tax detected over cost of auditing. 
The order in which the audits are assigned is no clue 
to the type of priority of which we are speaking 
since this often depends upon the location of the 
business or the date it becomes eligible for audit 
rather than the expected “ profit.” 
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curve by measuring the rise in the 
former curve for each successive unit of 
audit time. The marginal cost curve is 
a straight, horizontal line lying above 
the base line a distance equal to 10,000 
times the cost per audit hour. 


Optimum Deployment of Staff 


In the California project, we divided 
our sales tax accounts into more than a 
dozen groups and derived separate 
curves for each group. There were 
two reasons for doing this instead of 
working with a single group. First, it 
made random sampling more economi- 
cal, since there were some very heavily 
populated groups for which we could 
make suitable estimates with as little as a 
one per cent sample, whereas we would 
probably have needed close to a 10 per 
cent sample if we had not stratified the 
population. Second, we wanted to 
measure optimum audit staff size when 
the staff was deployed to the best ad- 
vantage. What has been said up to this 
point relates to optimum staff size with 
existing audit selection techniques and 
existing audit procedures. If selection 
techniques are improved or audit pro- 
cedures are modified, the conclusions 
with respect to optimum staff size will 
be altered. 

For simplicity, let us illustrate op- 
timum staff deployment by dividing all 
taxpayers into two groups. Suppose the 
marginal misplaced-tax-detected curves 
for these two groups look like the curves 
in Figure 9. These two curves are quite 
different. But it costs the same amount 
per hour to audit both types of account, 
as illustrated by the horizontal cost lines 
equidistant from the base line. 

A staff of optimum size will be able 
to audit each group of taxpayers up to 
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the intersection of the marginal mis- 
placed-tax-detected curve and the mar- 
ginal cost line. Reading the intersection 
points from the scales on the horizontal 
axes, we see that the staff required for 
this is one capable of supplying 155,000 
hours of direct audit work—89,000 
hours for Group I and 66,000 hours for 
Group II. 
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shaded areas in Figure 10, is greater 
than with any other allocation of 62,000 
audit hours since every 10,000 hours of 
audit time discloses at least $125,000 of 
misplaced tax, and any increase in the 
hours allocated to one group would re- 
sult in the disclosure of less than this 
amount in the group to which it was 
allocated and the forgoing of more 
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If the staff is not this big, the problem 
is to find some other level higher than 
the $50,000 mark, but the same height 
on both curves, at which to intersect the 
marginal misplaced tax curves and just 
exhaust the available audit hours. Sup- 
pose the staff can supply 62,000 hours. 
Then we have to move a horizontal line 
up the figures reading the scale in the 
horizontal axis as we do so, until we find 
the point, illustrated in Figure 10, at 
which the 62,000 hours are just used up. 

With a staff of this less-than-opti- 
mum size, very little time should be de- 
voted to auditing Group Il—only about 
21,000 hours. The other 41,000 hours 
should be allocated to Group I. At this 
point, the “ profit,” represented by the 


” 


than this amount of disclosure in the 
group from which it was withdrawn. 
This maximization of “ profit” occurs 
when the marginal misplaced tax de- 
tected is equal for all of the groups of 
taxpayers for which separate curves are 
available. 

It is sometimes assumed that optimum 
deployment of staff is achieved by 
equalizing the average misplaced tax 
detected for various groups of tax- 
payers. It has been implied, for ex- 
ample, that we in California should put 
more of our audit staff into our San 
Francisco office because the average net 
revenue per dollar of cost is higher there 
than in the other geographical areas into 
which we divide the state for adminis- 
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trative purposes.* Actually, to equalize 
the average revenue per dollar of audit 
cost in San Francisco and in the balance 
of the state would be a great waste of 
audit resources because the San Francisco 
office would have to make thousands of 
unprofitable audits before it had diluted 
its highly profitable audits of the many 
large concerns headquartered there 
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Returning to the marginal curves in 
Figure 10, we see that, with a slightly 
smaller audit staff, the figures would 
indicate that no audit time at all should 
be allocated to Group II. Of course we 
do not advocate complete exemption 
from audit for any recognizable group 
of taxpayers; they would likely learn of 
their immunity, or at least suspect it, 
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enough to reduce its average to the 
average in another district with a mar- 
ginal curve that started at a much more 
modest height and sloped more gently to 
the right. Conversely, if we were to try 
to bring the average in other areas of the 
state up to the San Francisco average, 
we would have to curtail the program in 
these other areas to the point where we 
did little or no auditing; then in a few 
years we would probably have such poor 
self-assessments that we could reestab- 
lish a modest audit program with the 
expectation of equaling the San Fran- 
cisco average. 


3“ Analysis of the Budget Bill of the State of 
California for the Fiscal Year July 1, 1954 to June 
30, 1955,” Report of the Legislative Auditor to the 
Joint Legislative Budget Committee, p. 235. 


and become lax in their self-assessments. 
In our report on the California Sample 
Audit Program, we recommended that 
at least 15 per cent coverage be attained 
over a three-year period for every one 
of the groups that we analyzed, even 
though the curves indicated a smaller 
coverage for three of the groups. This 
is considered desirable in order to keep 
the taxpayers in these groups as careful 
as they seem to have been in the past. 
We also recommended auditing a ran- 
dom sample of accounts lying to the 
right of the marginal curve intersections 
so that we could continue to analyze the 
shapes of the curves and so that no con- 
cern which had the outward appearance 
of an “unprofitable” audit subject 
would be assured of immunity. 
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The California Findings 


In the California study we discovered, 
to no one’s surprise, that we had not 
been deploying our staff to the best 
possible advantage. We estimated that 
our misplaced tax detection could have 
been increased by nearly 10 per cent had 
the staff been deployed according to the 
findings based on the marginal curves. 
Incidentally, this small gap between 
actual detection and estimated potential 
detection speaks well for our audit 
selection process. But although the gap 
was relatively small, the number of 
dollars—nearly three-quarters of a 
million a year—looked large even to 
Californians. 

A second finding was that the 
California audit staff, large as it was, 
would have had to be still larger in the 
1950-1952 triennium to have reached 
the optimum size as computed in the 
study. But the computation of opti- 
mum staff size came out remarkably 
close to the actual staff size. The close 
agreement of the two figures would 
seem to be the sheerest of coincidences, 
though it may indicate that our policy- 
makers have been guided by a most re- 
markable intuition. 


Implementation of the Study 


Although the California Legislature, 
in its 1954 Budget Session, seemed more 
responsive to the impending elections 
than to the report on the Sample Audit 
Program, there is some reason to believe 
that the elimination of 20 auditor 
positions represented a less drastic re- 
duction than would have occurred in 
the absence of the study. Be that as it 
may, the Sales Tax Division is proceed- 
ing with the implementation of the 
study as rapidly as possible. It has pre- 
pared an audit selection list for each of 
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its field offices in which accounts that 
will be eligible for audit in the next 
fiscal year by reason of either having 
reached their third birthdays or having 
survived three years since they were 
last audited are grouped in the way 
they were grouped in the Sample Audit 
Program. Each office is being asked to 
audit the several groups in approxi- 
mately the proportions indicated by the 
marginal analyses. This assumes, of 
course, that the curves which were 
found for the state as a whole are ap- 
plicable to the area served by a single 
field office, an assumption that will re- 
quire refinement as the year progresses. 

The audit selection lists show each 
account number, the date the account 
was opened, the amount of self-assessed 
quarterly tax liability as of a recent 
quarter, area code, industry code, and 
the end of the period covered by the 
last audit. It is contemplated that the 
lists which are prepared for the follow- 
ing year will also show the results of the 
last audit, and that eventually they will 
show the results of the last two audits. 
The audit results shown will include the 
number of hours charged to the audit, 
the misplaced tax detected, whether the 
misplaced tax is a credit or a debit, and 
the misplaced tax per hour of audit 
time. 

It is anticipated that these lists will 
help the supervisors of field auditors 
select the most promising audit subjects 
from among those eligible for audit in 
each group as well as to allocate their 
audit resources to the best advantage 
among the several groups. 


Future Studies 


Much work remains to be done to 
adapt the theory developed in the 
Sample Audit Program to the adminis- 
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trative process. The random sample 
used in the study was not large enough 
to provide acceptably accurate results 
for strata that recognized location of 
the account as well as type of business 
and volume of taxable sales; it was be- 
lieved that the latter criteria were more 
significant than the former. The re- 
sults, while probably fairly descriptive 
of accounts in the administrative dis- 
trict which is coterminous with Los 
Angeles County,* probably have very 
limited applicability to a district which 
is responsible for only 5 per cent of all 
accounts. But, unless the audit selection 
process were to be completely cen- 
tralized, a move which we believe 


would lessen rather than improve its 
selectivity, curves for each of the ad- 
ministrative districts 
optimum deployment 


are needed for 
of staff among 


districts and within districts. It is 


4 This district is responsible for 40 per cent of all 
sales tax accounts, 
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hoped that future studies can be made 
in which geographical stratification is 
employed. : 

Another study which is contemplated 
is designed to throw light on the effect 
of successive audits of a single account 
on the accuracy of self-assessment. The 
tabulating card upon which audit re- 
sults are recorded has been redesigned to 
facilitate this study, but it will be 
several years before enough data are ob- 
tained to afford reliable answers. 

Finally, it is expected that the nature 
of errors disclosed by audit will be 
analyzed in the near future. Initially, 
it was contemplated that the random 
sample audits would be used for this 
purpose, but they proved to be insuffi- 
cient in number and are now being sup- 
plemented with data on the deliberately 
selected audits. It is anticipated that 
the audit supervisors will find in the 
analyses of these data means of both 
conserving audit time and making it 
more productive. 





THE EFFECT OF THE 1954 REDUCTION IN FEDERAL 
EXCISE TAXES UPON THE LIST PRICES OF ELEC- 
TRICAL APPLIANCES—A CASE STUDY 


JOHN F. DUE * 


N April 1, 1954, the federal manu- 
facturers’ excise tax on a number 
of household electrical and gas appli- 
ances, such as electric and gas ranges, 
refrigerators, water heaters, freezers, 
irons, toasters, etc., was reduced from 
10 per cent to § per cent. This reduc- 
tion was made without the usual lengthy 
debate; it was not included in the origi- 
nal House bill reducing excises but was 
added in the Senate and accepted by the 
House. The 10 per cent tax dated back 
to the Revenue Act of 1941. 
Since manufacturers of appliances 


typically establish retail prices, either on 
a suggested or enforced basis, this tax 
reduction provided an opportunity for a 
study of the reactions of prices to a tax 
change without the difficult task of as- 
sembling large numbers of price changes 


made by numerous retailers. It is rec- 
ognized, of course, that the appliances 
by no means always sell for the list 
prices. But these list figures are of suf- 
ficient importance in the pricing struc- 
ture in these markets that changes made 
in them throw substantial light on the 
general reaction of the prices to the tax 
change. 

Accordingly, manufacturers’ sug- 
gested retail list prices before and after 
the April 1 tax change were obtained on 
a total of 274 models of various appli- 


“The author is Professor of Economics at the 
University of Illinois. 


ances from 37 manufacturers.’ This 
sample is representative of a much 
larger number of models, since the 
prices on only a selected number of 
models, showing the typical adjustment 
pattern of the firm, were utilized. In 
addition to these manufacturers’ list 
prices, price changes on the same groups 
of appliances made by the two largest 
mail-order houses were obtained from 
the printed notices sent out by these 
firms to their local catalog order offices. 


Results of the Study 


In Table I, the results of the tabula- 
tion of the price changes are shown by 
type of appliance and in total. The ap- 
pliances were grouped into two classes, 
the first containing the large appliances 
(those selling typically over $100, al- 
though some cheap models are slightly 
under this figure), and the second con- 
taining the small appliances, those sell- 
ing under $100, and typically under 
$50. A substantially different type of 
price reaction was discovered for the 
two classes. Data of the manufacturers’ 
suggested retail prices are presented 


1 Most of the firm: produce more than one type 
of appliance affected by the tax change. The data 
obtained from the manufacturers were supplemented 
by some information from local retail outlets for the 
appliances. 

After this article was set in type, data on 18 ad- 
ditional models of 5 types of large appliances of two 
firms were obtained. Since changes in these prices 
followed the same general pattern, Table I was not 
revised to include these. 
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separately from those of the mail-order 
houses. The price reductions were fig- 
ured as percentages of the price prevail- 
ing prior to April 1, less twice the 
amount of the price reduction made. 
This procedure was followed in order to 
figure the percentage reduction as closely 
as possible on the basis of what the price 
would be if there were no tax at all; 
only half of the tax was removed. 
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of large appliances, however, has made 
no reductions to date (June 10), and 
other firms failed to change on some 
items. The sample, especially on smaller 
appliances, may be biased slightly in the 
direction of understating the number of 
cases in which no reduction was made 
since these firms may have been reluc- 
tant to provide this information. On 
the large appliances the coverage of the 


TABLE I 


PERCENTAGE CHANGES IN RetaiL List Prices or ELectTRICAL AND Gas HouseHoLtp APPLIANCES 
SUBSEQUENT TO APRIL 1, 1954 RepucTION IN THE FepeRAL Excise Taxes 


No. of 
Firms 


Appliance No. of 
—_" Models 0 
Refrigerators 

Mfr. List Price ll 60 

Mail Order .. 2 21 
Ranges 

Mfr. List Price 84 

Mail Order .. : 42 
Water Heaters 

Mfr. List Price 32 

Mail Order .. , 22 
Freezers 

Mfr. List Price 30 

Mail Order .. 10 
Dehumidifiers 

Mfr. List Price f 6 
Disposals, dish- 
washers, dryers 

Mfr. List Price 12 

Mail Order .. ‘ 5 


Large Appliances 
Total Cases 
Mfr. List Price 29 224 
Mail Order .. 2 100 
Small Appliances* 
Mfr. List Price 8 50 
Mail Order .. 2 14 0 O 


* Toasters, irons, coffee makers, ete. 


The major conclusicns suggested by — 


the data can be summarized briefly: 

1. The tax cut prompted almost all 
the manufacturers, as well as the mail- 
order houses, to make immediate price 
reductions.” One major manufacturer 


2 Many of the reductions were effective at the retail 
level April 1, the day the tax reduction became effec- 
tive. I am indebted to my wife, Jean Mann Due, for 
contacting retail stores immediately after April 1 to 


1-24 25-34 


Percentage Change in Price 


3544 45-54 55-64 65-74 10 and 


over 


7.5-9.9 


34 
2 


43 
1] 


sample is sufficiently great, by firm, that 
little understatement of this tendency 
is possible. 

2. The median of the percentage re- 
duction in. the manufacturers’ suggested 
retail list prices on the large appliances 


determine the changes which had taken place at that 
for additional 


preparation of the study. 


time, as well as assistance in the 
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was 4.8; 76 per cent of the percentage 
reductions fell within the range from 
3.5 to 6.4, and 53 per cent in the 4.5 to 
§.4 range alone. This pattern of ad- 
justment strongly suggests that the tax 
reduction (and thus in all probability 
the original tax) was pyramided on the 
way to the consumer. The manufac- 
turer typically reduced the retail price 
not by the amount of the tax but by 
this sum blown up by the application of 
the markup percentages used in calcu- 
lating the appropriate spread between 
the manufacturers’ price and the retail 
list price. Samples of changes in the 
prices charged by manufacturers on sale 
to distributors showed that on the whole 
these were reduced by roughly the 
amount of the tax. Margins on these 
appliances approximate roughly 50 per 
cent of the retail price; if there were no 
pyramiding, and the retail prices were 


cut merely by the amount of the tax, 


the percentage reduction would be 
about 2.5 per cent. 

3. The median of the reductions in 
the manufacturers’ list prices on the 
smaller appliances (primarily irons, 
toasters, electric coffee makers, etc.) was 
only 2.5 per cent, 68 per cent of the 
changes falling within the 0 to 3.4 
group. If toasters were eliminated 
from the group, the concentration in 
the lower ranges was still more striking. 
In general, therefore, little downward 
pyramiding of the tax reduction oc- 
curred on these appliances; trade sources 
report that there was no upward pyra- 
miding when the tax was originally im- 
posed. As indicated above, the sample 
likely understates the number of firms 
making no reduction at all. 

The large number of small reductions 
in the prices of these smaller appliances 
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suggests that the tax change may have 
been the occasion for some manu- 
facturers to increase distributors’ mar- 
gins. The retailers had apparently 
sought such an increase for some time, 
and the tax reduction allowed the manu- 
facturers to meet this demand without 
actually increasing retail prices. This 
hypothesis is highly tentative because of 
the limited size of the sample of small 
appliances. 

4. The median of the reduction by 
the mail-order houses was 4.9 per cent 
on the large appliances (but with a 
wider dispersion; only 23 per cent of 
the changes fell within the 4.5 to 5.4 
per cent range). The median on the 
small appliances was 5.0—in sharp con- 
trast to the pattern of reductions by the 
manufacturers. In this case pyramid- 
ing of the changes occurred on all types 
of appliances, but with a wide variety 
of percentage changes. 

Further analysis of the data of price 
changes reveals certain other features of 
interest. 

Various manufacturers of particular 
appliances followed substantially differ- 
ent price adjustment policies. Several 
firms reduced all of their prices by a 
certain percentage—4.8, 4.7, 5.0, for 
example. Others rounded out the 
changes obtained from a percentage 
basis in order to retain price lines. Still 
other firms, and especially the mail- 
order houses, reduced their prices by flat 
dollar sums within very wide price 
ranges; all refrigerators selling between 
$200 and $300 might be reduced $10, 
for example. This policy resulted in a 
widely varying set of percentage 
changes. 

There was no noticeable tendency to 
make greater or lesser percentage ad- 
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justments on more expensive models 
than on cheaper ones, except to the ex- 
tent that this result was attained 
through the use of flat dollar sum re- 
ductions. 

It is obvious that some firms took ad- 
vantage of the need for readjusting 
prices in response to the tax change to 
make additional adjustments for other 
reasons. The impossibility of separating 
tax-induced changes from others is al- 
ways a limitation to empirical studies of 
shifting of taxes. But the fact that 
these changes were made on short notice, 
at a time of the year when changes are 
not frequently made, minimizes the im- 
portance of the nontax factors. 


Limitations to the Study 


A study of this type is subject to in- 
herent limitations; while these would 
not appear to destroy the significance of 


the conclusions, they do lessen it. The 
major limitations can be summarized 
briefly: 

1. The sample could not be scientifi- 
cally selected, and the various models 


could not be weighted. It was neces- 
sary, in view of limited time and re- 
sources, to use those data which were 
obtainable through cooperation of the 
manufacturers involved (with some as- 
sistance from retailers); no weighting 
was possible because of the lack of data 
of sales of various models, relative to 
total sales of the appliances. Neverthe- 
less, the sample is sufficiently broad that 
the results should te representative. 
The greatest danger of bias is that of 
the possible failure of small-appliance 
manufacturers making no price changes 
to provide information to this effect. 

2. The price changes were made very 
quickly; some firms indicated that they 
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did not have time to consider the 
changes carefully and would make fur- 
ther readjustments in the next several 
months, primarily to restore accustomed 
price lines. The changes actually made 
resulted in substantial departure from 
the use of prices ending in 95 cents, a 
practice extremely common in the in- 
dustry prior to April 1. If there is real 
merit, from a selling standpoint, in the 
use of this figure, it is likely that the 
firms will return to it. This adjust- 
ment, however, will not affect the over- 
all results significantly. 

3. Despite the widespread policy of 
the manufacturers of suggesting retail 
prices, many sales are made at less than 
list prices. Any attempt to take these 
into consideration would be an almost 
impossible task. One type of below-list 
sale, that through the discount houses 
selling at a standard percentage reduc- 
tion below list price, would not alter the 
results so far as the adjustment to the 
tax is concerned, since the list price is 
the basis for figuring the actual sale 
price, both before and after tax. The 
absolute amount of pyramiding would, 
however, be less. 

It is also possible that some retailers 
may continue to sell at the old list 
prices and thus fail to pass the reduc- 
tion recommended by the manufacturer 
on to the consumer. Competition, how- 
ever, should prevent this practice from 
being widespread. 

4. The fact that the tax reduction 
tended to pyramid in this case does not 
necessarily show that the same results 
would be found under other conditions. 
The original tax increase came at a time 
when upward adjustments in prices 
were easy because of growing demand 
and threatened shortages; the reduction 
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came at a time when the market was 
weaker and manufacturers were anxious 
to stimulate sales. If the reduction had 
come in a period of shortages, the price 
reductions might have been less com- 
mon, and with less pyramiding. 

§. The case studied was one in which 
the basic retail prices are established by 
the manufacturers, rather than being 
set independently by the retailers by 
use of their own markup percentages. 
The degree of pyramiding is likely to be 
different in the two cases; it is likely, 
however, to be greater when the re- 
tailers use their own markup formulae. 


Conclusion 


The study of the changes in 
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electrical appliance prices in response 
to the April 1 tax changes offers 
strong support to the argument that 
excise taxes tend to pyramid and 
remain pyramided over a long period. 
Wide differences were noted, however, 
in the behavior of individual firms, and 
thus the study indicates that pyramid- 
ing is by no means universal. The 
study also clearly points out the fact 
that a change in a manufacturers’ excise 
tax does not, in typical cases, result in a 
change in the price to the consumer of 
the exact amount of the tax change. 
This fact is of considerable importance 
for evaluation of the use of such excises, 
or changes in them, as weapons of fiscal 


policy. 





THE ROLE OF CORPORATE INCOME TAXATION 


RICHARD E, SLITOR * 


Introduction 


T a time when there is no longer 

the comparative certainty which 
once prevailed as to the exact scope and 
objectives of taxation generally, no one 
can speak with assurance on the precise 
role or functions of any particular tax, 
let alone the corporate tax. For the 
corporate income tax, with its mingled 
elements of personal income, sales, and 
retained earnings taxation and the vast 
income displacement and_ diffusion 


processes which it sets in motion, is one 
of the most complex instruments in the 


fiscal armory. Consequently, the 
various divergences of view with re- 
spect to its economic effects are super- 
imposed on the more fundamental 
cleavages over the general functions of 
taxation. 

It is not the purpose of this article to 
take firm theoretical or policy positions 
on the difficult and complicated issues 
which vex the field of corporate income 
taxation. Rather it is intended to sug- 
gest tentative viewpoints and possible 
lines of development. 

The tax treatment of corporate profits 
is something no one can be indifferent 
about, since it strikes so close to the 
heart of the free enterprise economy. 
But where so many complex levels of 


* The author is an economist with the Analysis 
Staff, Tax Division, U. S$. Treasury Department. 
The views expressed are his own and do not neces- 
sarily reflect those of the Department. 


analysis are involved, practical con- 
clusions are frequently based on very 
limited knowledge and interpretation of 
the facts. Consequently, observers 
who may agree on ultimate goals and 
value judgments may reach sharply 
divergent answers to specific questions. 

In view of its role as a major revenue 
producer, it is difficult on the purely 
fiscal side to conceive the tax adjust- 
ments and burden changes which would 
necessarily follow the removal of a large 
part of the tax. Even more difficult to 
construct is the process by which 
economic forces would rush to fill the 
economic vacuum created by _ its 
removal—virtually doubling existing 
profits and sharply altering future 
computations of profitability. Perhaps 
the most interesting way to discuss the 
role of the corporate tax would be to 
examine what would happen in its ab- 
sence—an assignment, it should be 
hastily added, which is not undertaken 
here. 

Some time ago in this Journal, the 
writer attempted a re-evaluation of the 
corporate tax.’ In general, it was con- 
cluded that in spite of conflicting 
charges of regressiveness or undue and 
distorted progression, and problems of 
double taxation, unneutrality, and ir- 
rationality, the corporate income tax 
performed certain essential functions in 


1 National Tax Journal, December, 1952, pp. 289- 
509. 
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a balanced, diversified tax system. 

The present article carries some of the 
previous arguments a step further or 
places them in a broader framework. 
The basic objective is one of squaring 
the concept of corporate profits tax- 
ation, not excluding partial integration 
with the individual income tax, with a 
general theory of taxation which goes 
beyond (a) traditional ability-to-pay 
standards rooted in a micro-economic, 
Euclidian approach to tax burden 
measurement and (b) mere money 
raising to pay the bills of government. 

Confusion and disagreement over the 
role of corporate taxation reflect in 
considerable part (1) unresolved un- 
certainties about the functions of tax- 
ation as a whole, (2) the tendency to 
extend to all forms of taxation the 
particular ability-to-pay criteria which 
commend the individual income tax— 
frequently to the point of making it a 
latter-day single tax, and (3) the un- 
developed and transitional state of the 
modern theory of economic effects and 
incidence of taxation, which must take 
account of the loose-jointedness in the 
system due to the chain of repercussions 
of taxes and expenditures operating 
through changes in the general level of 
demand and income. It is widely 
recognized that the theory of tax in- 
cidence is in a painful and chaotic state 
of transition to a macro-economic out- 
look. It is not so clearly understood 
that concepts of tax burden and equity 
standards are also shifting in the 
treacherous sands of non-Euclidean 
economics. 

Existing conceptions of the role of 
corporate taxation fall into a two-way 
classification: (a) those which treat it 
as a tax On a separate corporate entity 
(illustrated by Colm’s “ partnership in 
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enterprise ” principle) * as against those 
which regard it as a tax in the last 
analysis on individual stockholders, and 
(b) those which continue to treat it in 
terms of the outlook of a particular 
firm without regard to the broader con- 
cealed impact on the system as a whole 
as contrasted with the general equilib- 
rium approach which recognizes that 
the total effect may be different from 
the apparent sum of its parts. There 
are various permutations and com- 
binations of these basic approaches and 
their variants. In general, those who 
hold to the entity or general-equilibrium 
approaches tend to favor the corporate 
tax; those who regard it primarily as a 
personal withholding tax or in terms of 
its particularist impact on the firm, 
oppose it. On the other hand, some 
highly traditional theorists may look 
favorably on it for its diversification or 
similar advantages while some modernist 
approaches may treat it as a vestigial, 
second-rate kind of tax, for reasons 
developed later. 

Critics of the corporate income tax, 
particularly those who believe that the 
corporate tax is mere withholding from 
individuals and should conform to the 
specifications of a personal income tax, 
frequently forget that a tax system 
cannot be the product of a single im- 
mutable principle. Of necessity it 
must be an unstable combination of 
varied elements whose organization and 
relative importance, constantly under 
pressure for change from one side or 
another, must respond to events and 
requirements of the economy as a whole. 
Sometimes the true relationship of a par- 


2 Gerhard Colm, “ The Corporation and the Cor- 
porate Income Tax in the American Economy,” 
American Economic Review, XLIV (May, 1954) 
Papers and Proceedings of the Sixty-sixth Annual 
Meeting of the American Economic Association, pp. 
486-503. 
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ticular part of the tax system to the 
over-all structure or its objectives is mis- 
understood, or may turn out to be 
something quite different from what it 
had originally been. 

Economists and economic interest 
groups have varied widely in their speed 
of comprehension and _ reaction to 
changes in the role and importance of 
the corporate tax. Many have failed to 
understand the economic world, includ- 
ing its tax aspects, or to keep in step 
with it. Attitudes which are reasonable 
on the basis of a given static interpre- 
tation may become wrong and out- 
moded with new facts or a better insight 
into them. Economic groups can deter- 
mine their interest in relation to that of 
the entire economy only by being con- 
stantly alert and perceptive to broad 
effects of taxation on the system as a 
whole. 

The discussion below pursues these 
general observations in more detail and 
in application to several topical areas. 


The Corporate Tax and the Basic Pur- 
poses of Taxation 


The modern functional theories of 
finance, with their deprecation of 
money-raising as a proper function of 
taxation and their stress on control of 
consumer expenditures, have tended to 
relegate corporate income taxation to a 
secondary role. The following brief 
survey suggests that corporate taxation 
has a wider and more versatile usefulness 
than either of the extremes of ortho- 
doxy or functionalism would appear to 
admit. 

Few today would contend that the 
real purpose of taxation is merely to 
raise money or balance the budget. 
Under certain conditions, these pur- 
poses may be important to maintain the 
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stability of the currency and assist in 
orderly economic growth. But it is the 
latter which are the real objectives, not 
the former, except in a manner of 
speaking. In this respect, the traditional 
and modern views are not as far apart as 
they may seem, for—correctly stated— 
the traditional purpose of taxation is to 
finance government expenditures in a 
noninflationary manner. 

Even correctly stated, however, the 
older view gave only a partial insight 
into the basic role of taxation. For 
current stability may be inconsistent 
with annual budget balancing, or bud- 
get balancing may throw an intolerable 
load on other instruments of national 
policy to sustain and encourage a soften- 
ing economy. On the other hand, un- 
der actual or threatening inflation, 
budget balancing is not a sufficient con- 
dition, let alone a guarantee of stability. 
Increased expenditures, even though 
matched dollar for dollar by taxes, may 
inflate national income and prices to 
nearly the same extent as equal un- 
balanced expenditures.* Moreover, con- 
stant government expenditures and a 
budgetary balance may not prevent the 
generation of inflationary income in ex- 
cess of available supplies of goods or 
productive capacity from cash holdings 
or credit. Even a budgetary surplus 
with its deflationary force may be 
squandered in inflationary monetary or 
credit expansion.* 


3 The difference would depend on the multiplier 
to be applied to the unbalanced spending which is 
eliminated by taxes. 


4 It is these considerations which introduce a seri- 
ous, ambiguity into the concept of financing govern- 
ment expenditures on a noninflationary basis. From 
a practical viewpoint, they present the questions of 
what the proper scope of taxation is, at what point 
the tax system may be deemed to neutralize the in- 
flationary impact of government operations, and how 
far the tax structure should go in combating de- 
stabilizing influences from nongovernment sources. 
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These are the standard arguments 
supporting the functional-finance ap- 
proach to taxation. Yet they overlook 
an important kernel of truth in the 
traditional belief that stability calls for 
approximate matching of receipts and 
expenditures. There are two major 
aspects of the stabilizing functions of 
taxation: (1) the current income effect, 
and (2) the asset-accumulation effect. 
Orthodox finance stresses the  in- 
flationary dangers of both the current- 
income and asset-accumulation effects of 
budgetary deficits. Functional finance 
accepts the current-income effects of a 
deficit as a routine and desirable result 
of taxing only to the extent needed to 
keep private expenditures in balance 
with available supplies and resources re- 
maining after government requirements. 
Consequently, it recognizes that the 
public debt may trend upward in 
On the 


periods of secular stagnation. 
other hand, it contemplates the possible 
need for continuing budgetary sur- 
pluses if long-range inflationary forces 


are at work. It regards a deficit from 
various standpoints as a fortunate cir- 
cumstance, not only building up a store 
of liquid savings to give the economy a 
stronger tone but also permitting the 
real cost of government to be borne in 
part by resources (but not by their 
owners) which would otherwise run to 
waste, 

More specifically, functional finance 
and its variants are inclined to regard 
the asset-accumulation aspect of the 
deficit as beneficial and self-corrective 
since it affects future income deter- 
minants, like the disposition to spend 
for consumption or investment, in a 
way which tends to build up private 
consumer and capital expenditures and 
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therefore national income. If the 
question of overhanging debt, related 
service charges and transfer payments, 
and resulting increase in tax levels 
arises, the functional finance exponent 
usually falls back on the growth factor 
in the economy to scale down the rela- 
tive burden of debt and escape the 
dilemma over the long run.° 

The form of fiscal conservatism which 
adheres to the benchmark of the 
balanced budget has not always been 
successful in presenting an intellectually 
satisfying rebuttal to this array of argu- 
ments. Its strongest cards have been an 
appeal to caution and horse sense, the 
analogy with the household or the mu- 
nicipal government, and the historical 
examples of fiscal profligacy and ruin. 
But there is no reason why it should not 
meet the functional-finance approach on 
its own grounds. 

On current income account, op- 
position to budget deficits may be 
guided by the dangers of building a 
high, institutionally rigid government 
participation in the economy without 
the check of fiscal responsibility.” It 
may be influenced by the consideration 
that government intervention in the 
form of the special stimulus of bud- 
getary deficits may impede the operation 
of the inherent regenerative forces of 
the free economy or the remedial 
realignment of cost-price relationships. 
It may reflect the conflict between the 
“hard income ” and “ soft income ” ap- 


5 There is also a readiness to tax to service the 
debt or “ rectify ” the inequality in wealth associated 
with the debt increase, which probably reflects at 
least indifference to disturbing property relationships, 
which is characteristic of this view. 


6 Cf., Paul J. Strayer “ Public Expenditure Policy,” 
American Economic Review, (March, 1949), pp. 


383-404. 
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proaches to economic and employment 
policy, which parallel at a more complex 
level of analysis the hard and soft 
money schools. 

On asset-accumulation account, the 
orthodox view may concede the long- 
range income-generating effects of ad- 
ditional liquid savings but be more 
keenly aware of the explosive dangers 
of a sleeping excess money or liquid- 
asset supply. It may be skeptical of the 
adequacy of long-run growth offsets to 
large, even though intermittent, in- 
creases in debt charges and taxes. Con- 
sequently, it may stress rigorous fiscal 
responsibility to avoid building up a 
top-heavy structure of money or in- 
terest-bearing debt which may not seem 
excessive at one point of time but may 
become uncontrollable under another set 
of conditions, without drastic departure 
from a free economy and the normal 
functioning of the price and monetary 
system. These considerations, together 
with the formidable problems involved 
in an increasing load of taxes and trans- 
fer payments to reward savings invested 
in government deficits, may weigh the 
balance in favor of budget balancing, 
even at some cost to the current in- 
come position of the economy. 

In this perspective, the role of tax- 
ation in money raising comes back into 


itsown. Asa fund raiser, the corporate 
tax admittedly has few equals, even if 


this is denied the 
drastically oversimplified approach to 
fiscal problems embodied in functional 
finance. In view of its capacity to con- 
tain the development of excessive liquid 
funds, the corporate tax with its sup- 
posedly primitive function of money 
raising (as distinguished from current 
income absorption) plays a key role. 


significance in 
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Modernist fiscal theory stresses the 
function of taxation in restricting con- 
sumer expenditures. Control of private 
expenditures is deemed largely a task of 
keeping consumer spending within de- 
sired limits. From this standpoint, the 
corporate tax which falls in consider- 
able part on retained earnings—both be- 
cause corporate savings are a high pro- 
portion of total corporate income and 
because of the comparative stability of 
over-all dividend payments as compared 
with profits—loses caste. Its impact on 
consumer expenditures is limited in its 
direct effects to dividends or, with 
respect to the portion which may be 
shifted, to its burden on consumers, 
suppliers, or labor. Indirectly, changes 
in the corporate tax up or down might 
be considered to have the effect of re- 
moving profits before they attracted 
higher wage demands or of bolstering 
sagging profits after tax ‘before they 
communicated themselves further to the 
economy. 

Since functional finance and Key- 
nesianism generally go hand in hand, the 
impact of taxation on corporate savings 
as such is considered to have little or no 
effect on business investment. Invest- 
ment is treated as determined by invest- 
ment opportunities and the interest rate, 
the latter in turn being dependent on 
the supply of liquid funds in relation to 
liquidity preference. Savings as such 
play no apparent role in enforcing or 
sustaining a given interest structure or 
investment rate.” Consequently, in this 
general framework the corporate tax is 
further attenuated even as a means of 
restricting private capital expenditures, 

7 The supposed effect of tax pressure on corporate 
funds in increasing resort to cash reserves, bank loans 


or other sources of credit is a practical illustration 
of this line of analysis. 
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except through its impact on the net 
return on investment and therefore 
incentives to make corporate invest- 
ments.* 

The stress on consumption control in 
taxation and the belief that the portion 
of the corporate tax sustained by re- 
tained earnings is essentially ineffective 
in reducing aggregate demand reflects 
what the writer considers a basic over- 
simplification in the Keynesian ap- 
proach. This error lies in the as- 
sumption of the ex ante independence 
of business savings and investment. 
Some independence of savings and in- 
vestment, government receipts and ex- 
penditures, or business receipts and out- 
lays doubtless exists and is necessary to 
explain the breaks which occur in the 
circular flow at a given income level 
and to furnish the mechanism of income 
generation or deflation. But such in- 
dependence is not complete and is easier 
to assume in the case of individual than 
corporate savings, since corporate sav- 
ings and investment decisions to a 
greater extent are made by the same 
people. Independence is more plausible, 
too, in depression than in a stronger re- 
covering economy, even with consider- 
able unemployment, in which invest- 
ment is (a) partially limited by. the 
available supply of credit and liquid 
funds or (b) perceptibly encouraged by 


8 Even this aspect, which should figure very im- 
portantly in the Keynesian system, has been largely 
neglected by its exponents. It is apparently given 
considerable weight, however, in a recent CED state- 
ment that “ While corporation expenditures are sig- 
nificantly influenced by corporation taxes, a tempo- 
rary tax change will have little effect on investment 
intended to pay off over a longer period.” Defense 
Against Recession: Policy for Greater Economic Sta- 
bility, A Statement on National Policy, Research and 
Policy Committee of the Committee for Economic 
Development, March, 1954, p. 34. 
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an abundant supply of business savings 
actively seeking outlets.” 

When the assumptions in regard to 
the relationship between corporate sav- 
ings and investment are brought into 
closer alignment with the realities, 
there is a sound theoretical basis for the 
common sense view that increases in the 
corporate tax restrain investment and 
tax decreases stimulate it, for financial 
as well as incentive reasons. This ob- 
servation is doubtless of greater signifi- 
cance as a criticism of applied Keynesian 
theory than as a contribution to the 
practical art of taxation. However, it 
gives added weight to the view that the 
corporate tax plays a more complex and 
important role than is assigned to it by 
the consumer-expenditures approach to 
tax changes as a means of varying the 
level of the private economy. 


Built-in Flexibility 


This brings the discussion to the 
special features of the built-in flexibility 
of the corporate tax. Like any other 
tax, particularly those based on income, 
the corporate tax shows varying yield at 
constant rates as business and national 
income levels fluctuate. Built-in flexi- 
bility, as distinguished from a reschedul- 
ing of tax rates, cannot in itself fully 
offset a variation in income, but only 
cushion it.’ The extent of cushioning 
or absorption depends on the rate of tax 


® The position taken here does not deny and is not 
inconsistent with the other Keynesian tenets: (1) 
the dependence of savings on accompanying invest- 
ment or government deficits, and (2) the necessary 
equality of savings and investment ex post. 

10 This is frequently misunderstood by those who 
mistakenly a:tach some multiplier effect to tax “ re- 
ductions ” due to a decline in income under constant 
tax rates, and consequently believe that under favor- 
able conditions built-in flexing of the tax load can 
singlehandedly stop the tide of recession. 





No. 3] 


applicable in the range of variation in 
the income base. For a given “ nor- 
mal” aggregate yield, therefore, the 
degree of built-in flexibility depends on 
both the average rate and the progressiv- 
ity of the tax. The maximum theoret- 
ical built-in flexibility would be ob- 
tained with a hypothetical burden 
schedule in which 100 per cent rates 
were concentrated in the upper seg- 
ments of the base. This would com- 
pletely neutralize the private impact of 
income variations in this range, leaving 
income after tax stable and thrusting 
the entire load of fluctuation on the 
revenues. 

While the corporate tax is tradition- 
ally not progressive, except to the minor 
degree involved in the surtax exemption 
for the assistance of small business, the 
present 52 per cent rate means a high 
degree of automatic cushioning of 
profit changes. Combined with rate ad- 
justments from this level, it would be 
quite feasible to offset completely sub- 
stantial variations in profits before tax. 

The built-in flexibility of the cor- 
porate tax is generally rated high be- 
cause of the volatility of the profits 
base—its comparatively wide percentage 
variations in relation to national income 
and its other major components. From 
the standpoint of sensitivity of yield in 
relation to total tax revenues, this is 
true. But in terms of cushioning the 
changes in profits themselves, which is 
an essential economic purpose of auto- 
matic flexibility, the volatility of the 
profits base is hardly advantageous since 
it is itself a measure of the magnitude 
of the stabilization problem. 

In addition to the volatility of the 
base, the built-in flexibility of the cor- 
porate tax has another important 
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characteristic—due to the changing de- 
gree of interdependence, ex ante, be- 
tween corporate savings and investment 
in different phases of economic fluctu- 
ations, previously described. In periods 
of inflationary boom, the volume of in- 
vestment is partially dependent on avail- 
able business savings. In addition to 
the limitations on the supply of credit 
and outside capital which necessarily re- 
late investment outlays in part to re- 
tained earnings, the availability of 
internal capital supplies encourages 
affirmative investment decisions. Un- 
der these conditions, particularly in 
view of the considerable “ stickiness ” or 
stability of dividends, the corporate tax 
tends to fall on capital expenditures. 
This may be quite appropriate if it is 
believed that capital expenditures should 
bear their share of the burden of in- 
flation control along with consumption. 

In periods of depression, on the other 
hand, the two-way tie between cor- 
porate savings and investment would 
appear to be loosened. Credit supplies 
are ample in relation to demands on 
them. Retained earnings become more 
of a source of liquid reserves than a 
factor creating pressure for additional 
investment.'' The maximum volume 
of physical investment which would ap- 
pear practicable may be financed from 
depreciation and related capital re- 
covery allowances. The decline in cor- 
porate earnings would in the first place 
be partially absorbed by the tax, making 
it easier to continue dividends. The 
portion of remaining tax sustained by 
retained earnings may fall on idle sav- 


11 Tt may be contended that the achievement of 
greater liquidity would reduce tendencies toward dis- 
investment, such as inventory liquidation, designed to 
put the business in a more liquid position. 
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ings.'* If such savings are made pos- 
sible by income generated through 
government expenditures, they may 
persist so long as these expenditures 
continue. A tax on them would not 
impair current investment expenditures 
but would check the accumulation of 
assets, 

All this suggests unusual if not unique 
virtues for the corporate tax. It in- 
dicates an ability to shift gears auto- 
matically from a passive role as a 
money-raising tax on idle savings to a 
more active role of restricting business 
capital expenditures. The trouble with 
it is that it leaves out a vital part of the 
story—what happens during the inter- 
vening phases of the fluctuation. 

In a recovery phase the tax would 
tend to absorb corporate funds which, 
even though partially destined to idle- 
ness, might almost immediately give 
added impetus to the expansion of the 
private economy. The loss of push be- 
hind the recovery movement would be a 
high price to pay for money raising. 
Similarly, in a recession phase when in- 
vestment was hesitant and might be 
encouraged by more abundant funds, 
the net results might be undesirable as 
compared with either a deficit equal to 
the yield of the tax or an alternative 
tax. 

This obviously suggests that the 
functioning of the corporate tax dt 
constant rates may not always be con- 
sistent with the objective of stabilizing 
high-level employment. Consequently, 
it may be desirable to supplement its 
built-in flexibility with substantial rate 
adjustments at critical junctures. Less 


12. A tax on net profits would in any case reach 
only a portion, possibly a small fraction, of gross 
corporate savings which would include amounts set 
aside for depreciation and depletion. 
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obvious, perhaps, the argument de- 
veloped above implies that in terms of 
the theory of fiscal flexibility corporate 
rates might well be lower in recession 
and recovery than in deep depression. 
The significance of the particular level 
of corporate rates in deep depression is 
in any event likely to be small since the 
virtual disappearance of profits would 
eliminate the tax.’* Moreover, the 
problems of tax policy in deep de- 
pression may be dismissed for all practi- 
cal purposes since it seems highly un- 
likely that with the wide variety of 
instruments of control available mass 
unemployment and nonutilization of re- 
sources would be permitted. 

The question of structural adjust- 
ments both to increase built-in flexi- 
bility and to create special contra- 
cyclical incentives is one which has re- 
ceived wide attention.'* These include 
loss carry-back or current loss refund 
features, inventory valuation methods, 
special adjustments in the amount or 
availability of depreciation and other 
capital expenditures allowances, and in- 
centive deductions or credits attached to 
particular employment, price, or output 
policies. With respect to their fiscal, as 
distinct from their incentive impact, 
these devices are designed not only to 
increase the total response of tax liabili- 
ties to income changes but also to make 
the relief more selective, extending it 
to those who because of their deficit 


13 1f some tax were paid, though aggregate profits 
for the economy as a whole were zero due to a bal- 
ancing of deficits of some companies against net prof- 
its of others, the net yield might still be zero due to 
carry-back refunds. 


14 In preparing the following comments, the writer 
has had the benefit of reading a paper by Richard 
Goode on “‘ Corporate Income Tax in a Depression,” 
presented at the Universities—National Bureau Con- 
ference on Policies to Combat Recession (Princeton, 


N. J., October, 1953). 
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position or expenditure programs need 
it most. 

The reliance upon automatic income- 
sensitive variations in tax as against 
potentially greater, more flexible changes 
in tax rate schedules has several justifi- 
cations. Built-in flexibility operates 
immediately in terms of accrual of tax 
liabilities, if not actual payments, with- 
out the delay involved in prognosis of 
the economic outlook and legislative 
action. It avoids disturbing gyrations 
in tax rates, with their inevitable dis- 
torting effects on business decisions and 
prejudice to the long run stability of the 
tax structure. In a mixed economic 


situation, built-in flexibility including 
selective relief devices will maintain 
taxes on the strongly situated firms 
while relieving those in difficulties. 

A limited, partial tax approach to 
stability raises basic questions as to the 


role of taxation in relation to economic 
fluctuations. The continuance of any 
given load of taxation so long as de- 
pression exists is not strictly justified by 
the pure theory of functional finance. 
One practical answer to this view is 
that some taxation must continue as a 
kind of sea anchor for reasons of insti- 
tutional stability, which transcend im- 
mediate considerations of stimulating 
employment and income. Beyond a 
certain range of tax variation, govern- 
ment expenditures or other weapons of 
stabilization become preferable. In 
any particular situation, the question 
arises whether built-in flexibility by it- 
self affords sufficient yield variation or 
to what extent it needs to be supple- 
mented by rate adjustments. This in- 
volves weighing the pros and cons, 
including what damage to income 
generation is done by the remaining tax 
burden as against the advantage of ab- 
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sorbing money to meet the deficit, 
which would remain currently idle any- 
way and might prove troublesome at a 
later date. 

Economic Incentives 

Real knowledge and theory, as dis- 
tinguished from the propaganda of in- 
centives in the field of corporate tax- 
ation, has been difficult and elusive. 
Both critics of high corporate tax rates 
from the right and proponents of heavy 
business taxes from the left have over- 
simplified the problem. An important 
contribution to realism and objectivity 
in this field has recently been made by 
the series of studies of the effects of 
taxes on enterprise conducted through 
the Harvard Business School, sponsored 
by the Merrill Foundation for Advance- 
ment of Financial Knowledge." 

The tremendous progress of public 
finance in recent decades has been chiefly 
in the field of fiscal policy and broad 
measures for controlling the economic 
environment in the interest of stability. 
This preoccupation, together with the 
belief that incentive deterrents and 
frictions could in any event be over- 
come by generating sufficient steam in 
the boiler with broad fiscal and ex- 
penditure policies, probably accounts for 
the comparative neglect of the theory of 
the firm and its tax incentive problems. 
It is probably true that sufficient in- 
flationary pressure can bludgeon the 
economy forward in spite of serious 
deterrents. However, the task of en- 
suring high levels of income and pro- 
ductivity in the private economy is 
results of 


these studies, see J. Keith Butters, “ Taxation, In- 
centives, 


15 For an excellent summary of the 
and Financial Capacity,” American Eco- 
nomic Review, (XLIV) May, 1954, Papers and Pro- 
ceedings of the Sixty-sixth Annual Meeting of the 
American Economic Association, pp. 504-519, 
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much easier if the tax structure and 
level of rates are adjusted so that the 
impact on incentives may be sustained 
without resort to inflationary stimulus. 
The recent general tax revision legis- 
lation has made major steps in remov- 
ing tax obstacles to normal economic 
growth and expansion. 

High taxes and economic tension tend 
to go hand in hand as they have in the 
recent period. The fact that an in- 
crease in government expenditures will 
increase income and particularly cor- 
porate profits, at least for a considerable 
period until investment and capacity 
catch up, means that high corporate 
rates may be sustained by windfalls in 
the short run without serious loss of 
basic incentive. If this were not the 


case, the level of corporate tax rates 
which has prevailed would have been 
both _ politically 


unendurable, and 
economically. However, the argument 
that the incentive effect of high tax 
rates is relative to general profit levels 
should not be pushed too far. 
Extraordinary tax burdens may be 
sustained on a rising crest of profits. 
But once the inflationary upsurge has 
subsided, even though aggregate profits 
are stabilized on a high plateau, the mar- 
ginal return on additional investments 
no longer subject to the same infla- 
tionary influences may be scaled down 
by taxes to a dangerous point of 
attenuation. Investment may be made 
dependent on monopoly power or 
ability to shift the tax elsewhere. If the 
over-all profit level recedes, due to fall- 
ing or shifting demand and creeping up 
of costs on profit margins, the tax 
pressure may become acute in both its 
aggregate and marginal effects. Mean- 
while, the revenue needs which led to 
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the imposition of the tax may con- 
tinue. 

The incentive effects of the corporate 
income tax depend on both the absolute 
tax rate and its relative level as com- 
pared with the personal income tax 
structure. The partial insulation of 
profits from the progressive individual 
rates is a significant aspect of the situ- 
ation. Historically, the corporate tax 
has arisen in part as a tax on the cor- 
porate franchise or separate ability to 
pay and in part as a means of reaching 
retained earnings short-circuited around 
the personal tax mill. At current rates, 
the corporate tax is above the individual 
rates in the low and lower-middle 
brackets but substantially below those 
in the higher brackets. If it is assumed 
that a considerable part of the corporate 
tax is shifted, the remaining unshifted 
portion falling on profits as such is 
closer in line with the low bracket rates 
but still further below the high in- 
dividual bracket rates. 

Whatever the equities of this situ- 
ation, the resulting insulation of business 
and investment decisions from high 
graduated individual rates—reinforced 
by the inherent effect of the corporate 
organization itself in partially sepa- 
rating investor ownership and manage- 
ment—has probably ameliorated the 
over-all impact of taxes on incentives. 
A world of partnerships fully exposed to 
the progressive individual rate structure 
would present some acute incentive 
problems. 

Closely related to the point just 
mentioned, the impact of a high tax on 
corporate income has two important 
distinguishable aspects. One is its 
effect on corporate management and its 
routine operating or investment de- 
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cisions affecting income and outgo, in- 
cluding investment of retained earnings 
and replacement and repair of depreci- 
able plant and equipment. The other is 
its implications for individual investors’ 
decisions to advance or withhold sup- 
plies of equity capital. 

For the latter the double taxation of 
dividends is of real import. The in- 
sulation of retained earnings from the 
progressive individual rates has been an 
erratic and uncertain compensation for 
double taxation of distributions—the 
real and tangible return on investment 
for the average investor. In some situ- 
ations, retained earnings are virtually a 
cost of doing business.‘* The incre- 
ment, if any, in the value of the stock 
due to reinvestment of earnings may be 
a negligible factor for periods longer 
than the investor can take into ac- 
count. At the other extreme, retained 
earnings may be realized systematically 
as capital gains through such devices as 
spin-offs, bail-outs, or liquidating divi- 
dends. In between these extremes, there 
is the more typical case in which re- 
investment of a portion of earnings 
gradually but irregularly builds up the 
earning and dividend-paying power of 
the stock, which may be made more 
tangible and marketable from time to 
time by stock dividends or split-ups. 

The effect of high marginal rates on 
routine operations is generally regarded 
as unmitigatedly bad, encouraging 
waste, and discouraging efficiency and 
productivity. There is doubtless merit 


16In the sense that expansion and modernization 
may be the price of competitive survival. Where 
competitors are all ploughing back some earnings, 
their investments may cancel out, without any clear 
net increase in earnings of a particular firm attrib- 
utable to its additional outlays. This is only one 
aspect of the general principle of competitive erosion 
or attrition of capital. 
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in this position. However, a situation 
in which government is an automatic 
partner in every deductible outlay gives 
rise to what may be termed tax dyna- 
mism. The business firm may be in- 
clined towards waste, but it is also more 
inclined to expand its expenditures in 
new pioneering directions, including re- 
search, and less disposed to calculate cost 
or to retreat at the prospect of small 
losses which will in any case be borne in 
considerable part by the tax collector. 
There are many professional services to 
business, for example, which owe a 
sizable part of their market to the in- 
ducement afforded by corporate tax 
calculations. 

Doubtless this tax dynamism is not 
the soundest way of fostering a positive, 
venturesome approach to business de- 
cisions. It involves some social waste. 
It is especially undesirable in inflation- 
ary periods. Nevertheless, it seems a 
consideration which must be realistically 
weighed against the purely negative and 
deterrent effects of taxation. 

Even a cursory discussion of the cor- 
porate tax and economic incentives 
would be incomplete without a reference 
to two other points: (1) the definition 
of income for tax purposes, and (2) the 
influence of an announced, well-defined 
public policy of maintaining a high- 
level, expanding economy. 

There are several alternative ap- 
proaches in defining the income tax 
base so as to lessen the deterrent effect 
of taxes on incentives. One is to move 
away from net income in the direction 
of gross income, thus broadening the 
base and permitting a lower rate. At 
the margin and throughout the net in- 
come zone of operations this means a 
more favorable computation of earnings 
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shares for the taxpayer. There is 
general agreement that the possibilities 
of such an approach are limited since it 
imposes a heavy load of taxes before net 
income is reached, and for the taxpayer 
who has no net income or is uncertain 
whether he will attain a new profit 
position, the tax imposes a crushing load 
unless it is shifted, as a gross income tax 
is likely to be. 

Assuming the net income principle, it 
is important to make sure that net in- 
come for tax purposes is really net. 
Otherwise, the effective rate of tax on 
actual income will be greater than the 
nominal rate, and if the disparities are 
large, the tax may impinge on capital. 
Adequate loss carry-overs are an im- 
portant illustration of assuring a net in- 
come base. Going a step further, the 
base may be reduced in the short or 
long run below net income. Such a 
special definition of income or timing of 
receipts or deductions for tax purposes 
may decrease the effective rate of tax on 
true income, at least for considerable 
periods, and reduce its adverse incentive 
effects. Because of the stimulus or pro- 
tection of special deductions, it is pos- 
sible to redefine the base and, if neces- 
sary, adjust the tax rate to maintain the 
desired yield, so as to immunize the 
system against tax deterrents and en- 
courage a more venturesome, resilient 
economy. Liberalized depreciation and 
an assured option to expense or amortize 
research and experimental expenditures, 
adopted in the recent tax revision legis- 
lation, are important illustrations of 
steps which may be taken to neutralize 
the incentive impact of high corporate 
taxes or, indeed, harness tax incentives 
to pull the economy forward. 

Historically, a substantial part of in- 
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vestment risk has been connected with 
the general upswings and downswings of 
the economy. The general “ cyclical ” "7 
component has been an important factor 
in the earnings position of most firms 
and industries. Even though average or 
long run profits over a complete 
“cycle” are adequate to compensate 
risk, fluctuating profits with the chance 
of complete economic disaster in severe 
declines are less attractive incentive- 
wise than reasonably stable and assured 
earnings of the same average amount. 
Consequently, one may hazard the 
proposition that the acceptance by gov- 
ernment of responsibility for main- 
taining high levels of business activity 
and employment is a kind of compen- 
sation for loss of the comparative free- 
dom from income taxes which business 
enjoyed in a former era. 


Equity Aspects 


Postwar discussions of the corporate 
tax system and tax reform programs 
have devoted a great deal of attention 
to the problem of double taxation of 
dividends and alternative methods of 
integration of corporate and individual 


income taxes for its solution. Relief 
from overlapping taxes on the distrib- 
uted portion of corporate earnings has 
been sought for both equity and eco- 
nomic reasons. This has culminated in 
the adoption of partial relief under the 
Revenue Code of 1954 in the form of a 
combined dividends exclusion and 
dividends-received credit for individ- 
uals, a major landmark in the history 
of American tax policy. 


17 This standard term is used here for convenience. 
It is not intended to imply regularity and symmetry 
in economic fluctuations. The cycle concept may be 
useful as a statistical abstraction, but it is danger- 
ously misleading as an analytic approach to business 
and economic variations. 
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These concluding comments on the 
equity of the corporate tax are not ad- 
dressed specifically to the integration 
problem. Rather, they point briefly 
to certain basic changes in equity 
criteria implicit in some of the modern 
approaches to taxation, as they relate to 
the corporate tax. 

An evaluation of the corporate tax in 
terms of the equity of its burden dis- 
tribution has always been difficult. 
Most observers recognize it as a dual or 
even more complex levy—partly a 
differential personal income tax on 
stockholders, partly a sales tax, and 
partly a diffused levy on wage-earners, 
suppliers, bond investors, and even more 
remote groups such as the potential 
beneficiaries of the reinvestment of re- 
tained earnings which are taxed away. 
Moreover, the portion of the tax which 
may be shifted to consumers cannot be 
treated as an ordinary sales tax. Such 
shifting would consist of a price adjust- 
ment which would only approximately 
shift part of the tax, depending on the 
current volume of output and its cost. 
When profits of a firm or industry and 
therefore its income taxes are zero or 
negative, shifting might still persist in 
the form of a built-in price adjust- 
ment—a phantom burden which might 
restrict consumption and output or 
delay the attainment of an appropriate 
new price structure. 

The macro-economic approach, which 
introduces a degree of noncorrespond- 
ence between apparent and actual bur- 
dens, carries important implications for 
the concept of equity in taxation. The 
task of keeping the economy on an even 
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keel and fostering high levels of income 
may impose a supra-equity standard. 
A tax which falls, for example, on in- 
come which is generated in the process 
of preventing unemployment and which 
would otherwise run to waste through 
idle savings or to inflationary excess, 
may not be regarded as imposing an 
unqualified burden. Moreover, what- 
ever burden is imposed by the neces- 
sity of inflation control may not cor- 
respond with any exactness to gov- 
ernment expenditures since the source 
of inflationary pressure may be else- 
where. This type of consideration is 
not entirely a new departure in tax 
equity analysis since Pigou’s minimum 
total sacrifice principle recognized the 
necessity of modifying uniformity and 
progression in the interest of maintain- 
ing production incentives. 

Much of the criticism of the corporate 
tax on equity grounds both disregards 
the blurring of burden concepts out- 
lined above and applies to this complex 
instrument the traditional ability-to- 
pay criteria of the personal income tax. 
If it is recognized that the corporate in- 
come tax is only in part another layer of 
income tax on the dividend recipient, 
and is also a separate fiscal instrument 
from the individual income tax with its 
own special role and functions, it is un- 
realistic to attempt to treat it merely 
as a withholding tax or to reduce it to a 
levy on undistributed profits. The 
theory of tax equity seems to be on the 
threshold of new developments and in- 
sights which will break the shell of 
traditional standards. The corporate 
tax is one which particularly invites 
such a fresh reformulation. 





THE CORPORATE INCOME TAX IN THE SHORT RUN 


E, CARY BROWN * 


N recent years many economists have 

taken the view that, in the long 
run, the corporate income tax can 
affect output of the firm, thus resulting 
in tax shifting in a somewhat similar 
manner to a commodity tax. This view 
gained ground as emphasis was placed 
on the fact that the corporate income 
tax was imposed not only on pure 
profits but also on normal profits (in- 
terest on capital and reward for risk) 
that are necessary to call forth supply. 
Those taking this view believed it to 
apply to any situation in which costs 
were a relevant factor in price deter- 
mination. 

But there seems to be a considerable 
reluctance to apply this reasoning to 
situations of pure monopoly or pure 
competition in the short run.' Goode 
for example, writes: 


The costs which are relevant for deter- 
mination of output in the short run are 
direct costs—outlays that vary with the 
volume of current production .... The 
tax law permits deduction of all short- 
run variable costs, and more, in arriving 
at net income *. . . . Hence it follows that 
the corporate tax is in fact a levy on 
economic surplus in the short period *.. . . 


* The author is Associate Professor of Economics 
at the Massachusetts Institute of Technology. 

1 Many authors have pointed out possibilities of 
short-run shifting of the corporate income tax under 
conditions of oligopoly when “ full-cost”” pricing is 
used, 

2 Richard Goode, The Corporation Income Tax 
(New York: John Wiley & Sons, 1951) p. 53. 


3 Ibid., p. 54. 


The initial or short-run incidence of the 
corporate income tax seems to be largely 
on corporations and their stockholders. 
The tax does not change the output that 
will yield the greatest profit to a firm 
operating with a given amount of plant 
and equipment in either a monopolistic or 
competitive market *. . 


Weston has also stated: 


If the [corporate income] tax affects 
elements of fixed cost only, under com- 
petitive conditions there will be no effects 
on output and price in the short period, 
since the marginal curves, which deter- 
mine price, are not affected.® 


And in the latest study, Due writes: 


The traditional argument that firms in 
perfect competition cannot directly shift 
an income tax is, of course, valid; the 
same is true of a complete monopolist who 
has already maximized profits. In the 
short run this conclusion is valid even if 
the taxes apply to profits in the account- 
ing sense, including imputed return to the 
owners, since this element is a fixed cost 
rather than a necessary return in the 
short run.°® 


By what warrant do we take the position 
that short-run marginal costs are un- 
affected by the corporate income tax? 


4 Ibid., p. 71. 


5 J. Fred Weston “Incidence and Effects of the 
Corporation Income Tax,” National Tax Journal, Ul 
(December, 1949) p. 312. 


6 John F. Due, Government Finance: An Eco- 
nomic Analysis (Homewood, Ill.: Richard D. Irwin, 
Inc., 1954) pp. 232-233. 
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If by short run we are referring to a 
period long enough for output, but not 
plant, to vary, then surely the marginal 
cost curve of the corporation can be 
affected by the corporate income tax. 
Short-run variations in output still re- 
quire variations in the amount of work- 
ing capital—inventories, goods in pro- 
cess, finished stocks, cash balances, etc. 
Indeed, the short-term relationship be- 
tween output and stocks has been 
elaborated and analyzed by way of the 
familiar acceleration principle. Neces- 
sary additional short-run investment 
will be made only if adequate yield is 
expected after imposition of a corporate 
income tax. Like fixed capital in the 


long run, working capital may be 
financed with equity funds or with 
If with equities, the corporate 


debt. 


income tax will fall on a necessary 
short-run return. If financed by bor- 
rowing, the tax would not affect short- 
run output decisions because interest 
costs are deductible under present 
definitions of taxable corporate income. 

The difference between the short-run 
and long-run effects of the corporate 
tax under pure competition or pure 
monopoly, then, are merely questions of 
degree and not of kind. In the long 
run it is generally assumed that all 
capital is variable, and that, therefore, 
a necessary return must be forthcoming 
on all of it. In the short run, however, 
some capital is variable, and, to this ex- 
tent, existing conclusions regarding the 
short-run effects of the corporate in- 
come tax under pure competition or 
monopoly require revision. 





THE INFLUENCE OF THE EXCESS PROFITS TAX 
ON BUSINESS DECISIONS TO INVEST 


JAMES E, DUGAN AND REUBEN A, ZUBROW * 


INTRODUCTION 


Sais recently expired Korean War ex- 
cess profits tax was categorically 
condemned by the business community 
and many tax experts as one of the worst 
forms of taxation that could have been 
imposed upon American business." The 
rationale for utilizing this form of busi- 
ness taxation during a war emergency 
was simply stated to be political expedi- 
ency. As summarized by Professor 


Buehler, “ the average citizen is rather 
illiterate in the technical area of taxation 
and understands little about the inherent 
difficulties of an excess profits tax, 


which he is inclined to favor as a tax 
on (war) profiteering.” * In 1950 and 


Associate Professors of Eco- 
This paper 


* The authors are 
nomics at the University of Colorado. 
represents the preliminary findings of the first part of 
a broader study of the impact of the Korean War 
excess profits tax on the investment, financing, in- 
ventory, pricing and general expenditure policies of 
corporations which were subject to the tax. This 
project is financed by a grant received from the 
Council for Research and Creative Work, Graduate 


School, University of Colorado. 


1 For expression of this point of view, see the fol- 
lowing: U. S$. House of Representatives, Hearings be- 
fore the Committee on Ways and Means, Excess Prof- 
its Tax on Corporations, 81st Cong., 2nd_ Sess. 
(1950); U. S. Senate, Hearings before the Committee 
on Finance on H. R. 9827, Excess Profits Tax on 
Corporations, 81st Cong., 2nd Sess. (1950); U. S. 
House of Representatives, Hearings before the Com- 
mittee on Ways and Means, Excess Profits Tax Ex- 
tension, 83rd Cong., 2nd Sess.; Excess Profits Taxa- 
tion, Tax Institute Symposium, December, 1950, 
Philadelphia (Princeton: Tax Institute, Inc., 1953). 
This point of view is also expressed in a large num- 
ber of standard texts in public finance. 


2A. G. Buehler, “ The Problem of the 
Profits Tax,” Excess Profits Taxation, op. cit., pp. 
16-17. 


Excess 


1953 when the statutory enactment of 
the excess profit tax and its subsequent 
extension were being considered by 
Congressional tax committees, literally 
hundreds of businessmen, tax attorneys, 
and representatives of the nation’s lead- 
ing business and trade associations, as 
with a single voice, testified that it was 
a bad, iniquitous, and vicious form of 
business taxation.° 

In general, their voluminous criti- 
cisms can be reduced to four basic argu- 
ments. First, it was alleged that the 
tax was conceptually untenable and ad- 
ministratively unworkable because of 
the inherent difficulty of establishing a 
rational standard by which excess, ab- 
normal, or war profits could be disen- 
tangled from normal profits. Second, 
it was contended that the high marginal 
tax rate induced many corporations to 
embark expenditure __ policies 
which, judged by market criteria, 
would be considered extravagant, waste- 
ful, and imprudent. Thus, the corollary 
argument was that the tax actually 
fostered inflation, inefficiency, and mis- 
allocation of resources. Third, the tax 
was characterized as inequitable and 
discriminatory in that it penalized firms 
not subject to the tax as well as those in 
the arbitrarily determined excess profits 
category. The tax presumably placed 
the former at a marked disadvantage 
vis-A-vis taxpaying rivals who were able 
to use cheap 18¢-after-tax dollars to 


upon 


3 Cf., U. S. Senate and U. S. House of Representa- 
tives Hearings, 1950 and 1953. 
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strengthen their entrenched positions in 
imperfect markets.‘ On the other 
hand, it also was alleged that those pay- 
ing the tax were being burdened with 
the discriminatory increased tax rate 
primarily because they were the most 
venturesome and efficient firms in the 
economy, implicitly assuming the ab- 
sence of monopoly profits. Fourth, it 
was repeatedly asserted that the high 
marginal rate on profits stifled business 
initiative, destroyed the incentives to 
save and invest, and constituted a bar- 
rier to economic growth. At least on 
this score the Keynesian gospel was fully 
embraced in its simplest formulation— 
the volume of private investment was 
the ultimate independent determinant 
of the level of aggregate economic 
activity and welfare under a system of 
free enterprise. Thus, it was argued 


that the imposition of an excess profits 


tax would “ strangle ” the economy by 
retarding the rate of private capital ac- 
cumulation; whereas its repeal or ex- 
piration would result in increased out- 
put, employment, and national income. 

The present paper is limited to that 
facet of the economic growth argument 
on which the critics have been in practi- 
cally unanimous agreement—that the 
tax had an adverse effect upon both the 
volume and manner of financing private 
business investment. The purpose of 
the study is an attempt to find out what 
business firms subject to this type of 
corporate profits levy stated was the 
actual effect of the imposition and the 


4“ The excess profits tax is a veritable engine of 


concentration, compelling prudent and aggressive 
business management to use wisely the cheap dollars 
to entrench and to expand. With government- 
excess-profits-tax-cheap dollars, the big will grow 
bigger and the small and weak will merge with them 
or die.” Beardsley Ruml, “ Excess Profits Taxation 
Versus Increase in Corporate Income Tax,” 


Profits Taxation, op. cit., p. 51. 


Excess 
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anticipated effect of the expiration of 
the excess profits tax upon their own 
individual investment decisions, with- 
out reference to their beliefs regarding 
the impact of the tax on the over-all 
economy.” 


NATURE OF SURVEY 


In anticipation of the scheduled 
statutory expiration of the excess profits 
tax in 1953," the writers conducted 
personal interviews in the spring of that 
year with leading industrialists of the 
Rocky Mountain Region whose firms 
currently were subject to the tax. On 
the basis of information obtained from 


like all 
ideology, but it is not always true that ideology 
serves as a reliable guide to the criteria on which we 
really make decisions and act. It is generally recog- 
nized that there is a great need in public finance to- 
day of empirical inquiries into the effects of tax pol- 
icy on business decision-making, and numerous studies 
have been made which attempt to analyze the impact 


” Businessmen of us have an economic 


of corporate taxation on risk-taking, incentives, se- 
curity financing, and business concentration. Such 
studies include: J. Keith Butters, “ Recent Trends in 
Industrial and Taxation,” Taxation 
and Business Concentration, (Princeton: Tax Insti- 
tute, 1952) pp. 3-17; J. Keith Butters, and 
John Lintner, Effect of Federal Taxes on Growing 
Enterprise, (Boston: Division of Research, Graduate 
School of Business Administration, Harvard Univer- 
sity, 1945); E. Gordon Keith, “ Repercussions of the 
Tax System on Business,” Fiscal Policies and the 
American Economy, ed. K. E. Poole, (New York, 
1951); Lewis H. Kimmel, Taxes and Economic In- 
centives, 1950); National Tax As- 
sociation Committee on the Federal Corporate Net 
Income Tax, Subcommittee, “ Economic Effects of 
the Corporation Income Tax,” Proceedings of Na- 
tional Tax Association for 1949, pp. 458-470; Arthur 
W. Nevins, and G. Clark Thompson, “ Survey of 
Business Opinion: The Excess Tax on Profits,” Na- 
tional Industrial Conference Board Business Record, 
VII (December, 1950), pp. 475-479; Harry J. 
Rudick “ The Effect of the Excess Profits Tax on 
Business,” Proceedings of National Tax Association 
for 1951, pp. 404-413; Dan Throop Smith, Effects of 
Taxation on Corporate Financial Policy, (Boston: 
Division of Research, Graduate School of Business 
Administration, Harvard University, 1952). 


Concentration 


Inc., 


(Washington, 


6 Hereafter, excess profits tax will be abbreviated 


as EPT. 
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these business executives regarding the 
manner in which they believed the tax 
had influenced their individual invest- 
ment, financing, inventory, price, and 
general expenditure policies, a detailed 
questionnaire was devised in order to 
cover the relationship of the excess 
profits tax to these five areas of decision- 
making. This questionnaire was sent to 
approximately 1,000 corporations repre- 
sentative of mining, contract construc- 
tion, durable and nondurable manu- 
facturers, wholesale and retail trade, 
and service industries. The basic list 
was selected at random from the firms 
reported in Moody’s Industrials, 1953, 
as having paid an excess profits tax dur- 
ing the three years 1950-1952. More 
than 200 firms responded to the ques- 
tionnaire, of which 190 replies were 
sufficiently complete and detailed to be 
usable for the study. This voluntary 
response of almost 20 per cent must be 
attributed partly to the unusual interest 
in EPT which prevailed during 1953. 
Moreover, in nearly all cases the ques- 
tionnaire was completed and signed by 
a responsible executive officer of the 
organization.’ The fact that more than 
half the respondents submitted ad- 
ditional explanatory information in the 
form of detailed letters and memoranda 
indicates that they were interested in 
aiding this study. Moreover, these sup- 
plemental data tend to show that the 
respondents had considerable personal 


7 The following is the precentage distribution of 
the corporation executives, classified by their reported 
titles, who completed the 190 usable responses. 

Title 

Chairman of Board or President 15.3 
Executive or Financial Vice President 20.5 
Treasurer or Secretary 26.8 
Comptroller or Controller 20.0 
Asst. Treasurer, Secretary, or Controller 9.0 
Tax Manager or Chief Auditor 4.7 
Not Available 3.7 
100.0 


Per cent 
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knowledge regarding the influence of 
the tax on their firms’ basic policies. 

It must be remembered that the im- 
pact of the excess profits tax was pri- 
marily upon profitable large companies. 
For example, less than 12 per cent of the 
424,000 corporations which reported 
taxable income in 1950 were subject to 
EPT, and of these 50,200 firms in the 
excess profits category, 19 per cent ac- 
counted for 89 per cent of the $1.4 
billion paid in excess profits tax on 1950 
income.* 

It is the opinion of the writers that 
the 190 firms in this study provide a 
sufficiently wide distribution and range 
with respect to industry, size, earnings, 
and volume of investment in plant and 
equipment to be considered a fairly 
representative sample.” 


FINDINGS 


This section provides a detailed 
analysis of the individual replies classi- 
fied in terms of the group and invest- 
ment characteristics of the firms in the 
sample. The classifications are based on 
variables relevant to investment de- 


8 U. S. Senate Hearings, 1953, pp. 4-32. 


9 All major industry categories, as classified by the 
Census Bureau, are represented. The specific percent- 
age distribution is as follows: electrical and nonelec- 
trical machinery, 24 per cent; chemicals, petroleum, 
paper and related products, 16 per cent; primary 
metals and metal products, 14 per cent; transporta- 
tion equipment and repair, 12 per cent; rubber, tex- 
tiles, apparel, food, beverages, and tobacco, 12 per 
cent; lumber and building materials, 6 per cent; re- 
tail and wholesale trade, 5 per cent; mining, quarry- 
ing, and contract construction, 4 per cent; and serv- 
ice industries, 4 per cent. When the respondents are 
classified by their 1952 total dollar assets, the firms 
range in size from $1.1 million to $2.4 billion, with 
a median of $21.4 million. When the firms are clas- 
sified on the basis of their 1952 net income after fed- 
eral corporate income and excess profits taxes, their 
earnings range from $97 thousand to $224 million, 
with a median of slightly less than $2 million. A 
classification of reporting firms by the 1950-1952 
average annual expenditures on plant and equipment 
shows a range from $23 thousand to $175 million, 
with a median slightly under $1 million. 
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cisions.'” The analysis and findings are 
organized around the four major ques- 
tions asked these firms regarding the 
effect of the EPT and its expiration 
upon investment. 


Question I—Did the EPT Affect the 
Level of Expenditures on New Plant 
and Equipment During the Period of 
1950-1952? 


Perhaps the most important single 
finding on this question is that 60 per 
cent of the responding firms, or 111 of 
the 186 which replied, stated that the 
imposition of the excess profits tax dur- 
ing the Korean War period had no effect 
upon the level of their investment ex- 
penditures on new plant and equip- 
ment. In contrast, only 37 per cent 


reported decreased expenditures; while 3 
per cent stated that the tax actually 
induced increased expenditures. 


Table I summarizes the responses 
classified by group characteristics. 

With a few notable exceptions, the 
60 per cent response of “ no effect” is 
amazingly uniform throughout these 
classifications, and hence cannot be at- 


10 To obtain the 
sample, the firms were classified as follows: (1) by 
industry; (2) by asset size; (3) by profitability, on 
the basis of net income after tax for calendar or fis- 
cal year 1952 expressed as a per cent of total dollar 
assets at the end of the accounting period; and (4) 
by tax burden, on the basis of the total amount of 
federal profits tax liability incurted in 1952 expressed 
To obtain 
the investment characteristics of the sample, the firms 
also were classified as follows: (1) by amount of in- 


group characteristics of the 


as a per cent of net income before tax. 


vestment spending, measured in terms of the average 
gross dollar expenditure on new plant and equipment 
during the three years 1950-1952; (2) by the im- 
portance of EPT relative to investment spending on 
the basis of the tax liability for 1952 expressed as « 
per cent of the average net dollar expenditure on new 
plant and equipment in the years 1950-1952; and 
(3) by the degree to which internal funds, primarily 
depreciation reserves and retained earnings, were uti- 
lized to finance the gross dollar expenditures on new 
plant and equipment during the three years 1950- 
1952. 
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tributed to the averaging of diverse per- 
centages. When the respondents are 
classified by the industry, the category 
of mining, quarrying, and contract con- 
struction shows the highest per cent of 
“no effect” and “increased expendi- 
tures ” responses, but none of the differ- 
ences between industry groups are 
statistically significant. Next, when 
classified by the rate of profit after tax, 
the groups show the least variability in 
response. Contrary to widely held 
Opinion, it appears from the data that 
the most profitable firms, those which 
enjoyed a return after tax of 10 per 
cent or more on their total assets, were 
affected no more frequently in their in- 
vestment decisions by EPT than the 
firms in the least profitable class. 

On the other hand, the smallest firms 
in the sample, those with total assets of 
less than $5 million, show a significantly 
different pattern of response. In this 
category, only 36 per cent of the firms 
reported that the tax did not influence 
their level of investment, and almost 60 
per cent stated it resulted in decreased 
plant and equipment expenditures. 
Otherwise, there appear to be no signi- 
ficant differences by size. 

When the respondents are classified 
by tax burden, the “‘ 60 to 68 per cent” 
group stands out as being the most 
affected. More than 50 per cent of 
these firms said they decreased expen- 
ditures because of the tax, while only 
40 per cent of the firms in the highest 
tax group responded that the tax had 
an adverse affect. A possible explana- 
tion for this variation is that the former 
group was subject not only to a rela- 
tively high average tax rate, but also the 
maximum marginal rate of 82 per cent; 
whereas, the group with the highest 
average tax rate was subject to a mar- 
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ginal tax rate which dropped to 68 per 
cent once the over-all ceiling was 
reached. 

Table II summarizes the replies when 
classified by investment characteristics. 
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ings for growth’ '' were the ones most 
adversely influenced by EPT. 

In contrast, when the firms were 
classified by the dollar amount of in- 
vestment, a significant difference be- 


TABLE I 
Sratep Errecr or EPT on tue Lever or PLANT AND EQuipMENT EXPENDITURES FoR 1950-1952 
CrAssiriep BY INDusTRY, Size, Prorirs, aNp Tax BuRDEN 
Percentage Distribution by Type of Responses 


Number of 
Responses 


Increased Decreased 


: . : No Effect 
Expenditures Expenditures 


Total 


Group Characteristics 


ST errr eee 3.2% 387.1% 59.7% 100.0% 186 


By Industry 


Mining, Quarrying, and Contract 
Construction 

Durable Manufactures ......... 

Nondurable Manufactures 

Trade and Services ............ 

Not Available 


By Asset Class 
(in millions of dollars) 


Under 
$ 5 to 

20 to 100 
100 and over 
Not Available 


By Profits After Tax as 
Per Cent of Assets 


0 to 6% 
6 to 10 


Total Profits Taxes as Per Cent 
Net Income Before Tax 


Under 52% 
52 to 60 

60 to 68 

68 and over 
Not Available 


The data show that the 60 per cent “ no 
effect ” response again is uniformly con- 
sistent throughout all categories. In 
particular it is striking that, regardless 
of the degree of internal financing, the 
proportion of firms in each group which 
responded that the tax had no influence 
on investment decisions was approxi- 
mately the same, notwithstanding the 
widely held opinion that business firms 
“which must depend on retained earn- 


12.5 100.0 
38.5 100.0 
35.8 100.0 
37.5 100.0 


100.0 
100.0 
100.0 
100.0 


35.6 
39.8 
31.1 


100.0 
100.0 
100.0 


26.7 
29.2 
50.9 
40.0 


100.0 
100.0 
100.0 
100.0 


tween groups occurs. More than half of 
the firms which spent less than $250,000 
per year on new plant and equipment 
reported that the tax caused them to 


decrease their investment spending, 
compared with the 37 per cent response 
for the sample as a whole. This is to be 
expected since this group included more 
than nine-tenths of the smallest size 
firms ir. the study. 


11 President Eisenhower's Message to Congress, May 
20, 1953. 
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The next breakdown classifies the 
data in terms of the importance of the 
excess profits tax liability relative to net 
investment expenditures. Depreciation 
charges were deducted from gross ex- 
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Question II—Did the EPT Affect the 
Method of Financing Plant and Equip- 
ment Expenditures During the Period 
of 1950-1952? 


In response to this question more than 


TABLE II 
Statep Errect or EPT on tHe Lever or PLANT AND EquipMeNtT EXPENDITURES For 1950-1952, 
CLAssiIFIeD BY INVESTMENT, EPT, AND Decree or INTERNAL FINANCING 


Percentage Distribution by Type of Responses 


Investment Characteristics : 
Increased 


Expenditures Expenditures 


BETO eT Ter 3.2% 


By Average Gross Plant and 
Equipment Expenditures, 
1950-1952 


Less than 

$ 250,000 to , 
1,000,000 to 10,000,000 
10,000,000 and over 

Not Available 


By 1952 EPT as Per Cent 
of Average Net Plant and 

Equipment Expenditures, 

1950-1952 


Oto 25% 
25 to 100 
100 to 200 
200 and over 
Not Available 


By Percentage of Internal 
Financing 

Less than 50% 

50 to 100 


penditures because the impact of the 
tax, if any, should be on net and not 
gross business saving. The data show 
that more than 70 per cent of the firms 
in the lowest class reported “ no effect ” 
and less than 20 per cent stated that the 
tax had an adverse influence. 

It should be observed once again that 
notwithstanding these few exceptions, 
three out of every five firms in the 
study maintained that imposition of the 
excess profits tax did not cause any 
change in their level of investment 
spending during this period. 


Number of 
Responses 


Decreased 


No Effect Total 


37.1% 59.7% 100.0% 186 


100.0 
100.0 
100.0 
100.0 


100.0 
100.0 
100.0 
100.0 


: 56.3 
36.8 579 
38.7 59.7 


100.0 16 
100.0 38 
100.0 124 
+P; 8 


three-fourths of the firms, or 144 of the 
185 which replied, stated the tax did 
not influence their manner of financing 
plant and equipment expenditures made 
during the period of the Korean War. 
Not only was the number of “no 
effect ” replies with regard to the man- 
ner of financing greater than the num- 
ber for the level of the investment, but 
also there was less variability in the re- 
sponses when classified by the same 
group and investment characteristics 


used in Tables I and II. Evidently the 
manner of financing is even less subject 
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to direct tax influence than decisions 
regarding the level of investment. 

When the firms are classified by in- 
dustry, some variations appear in the 
responses between the groups, but the 
apparent differences are not statistically 
significant. Moreover, the analysis by 
asset size shows that the smallest firms 
responded the same way as did the lar- 
ger firms with regard to the impact of 
the tax on the method of financing 
despite the fact that the former re- 
ported the tax had an adverse affect on 
the level of investment. When the firms 
are classified by the profit rate classes 
used in Table I, the class with the 
highest relative net income after tax 
showed the largest negative group re- 
sponse with almost five-sixths of these 
firms stating that their financing de- 
cisions were not influenced by the EPT. 
Distributions by tax burden do not re- 
veal any important differences between 
classes. 

In a similar manner, the responses to 
Question II were analyzed in terms of 
the investment characteristics used in 
Table II. No systematic pattern of re- 
sponse emerges when the firms are 
classified by the dollar amount of in- 
vestment and by EPT as a per cent of 
net expenditures, but the results differ 
significantly when they are classified by 
the degree of internal financing. Of the 
122 firms which financed their expendi- 
tures wholly by internal funds less than 
10 per cent reported the tax influenced 
the manner of financing; whereas, of the 
§5 firms which depended to some degree 
on external funds 45 per cent reported 
they were so affected. In other words. 
9 out of every 10 firms which relied 
solely upon funds from internal sources 
maintained that their decisions regard- 
ing the methods of financing were in- 
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dependent of EPT considerations. It 
would appear that for these 110 firms 
the decline in available funds resulting 
from the imposition of the tax were 
offset primarily by corresponding re- 
ductions in working capital or divi- 
dends, and not by reductions in the 
amount of expenditures on plant and 
equipment. A detailed breakdown of 
these firms reveals that 7 out of every 
11 maintained that the tax did not in- 
fluence the level of investment. 

To summarize, an analysis of the en- 
tire sample reveals that 94 firms, or 51 
per cent of those responding to both 
Questions I and II, said that they were 
not affected by the EPT either in their 
level or manner of financing invest- 
ment; and only 24 firms, or 13 per 
cent, stated the tax had a positive in- 
fluence in both these respects. 


Question III—Will the Expiration of 
the EPT Affect the Level of Planned 
Plant and Equipment Expenditures for 
1954? 


The replies to this question indicate 
that the anticipated effect of the ex- 
piration of the tax on the level of plan- 
ned investment was even less than the 
reported effect of the actual imposition 
of the tax. More than 73 per cent of 
the firms, 127 of the 173 respondents, 
said the impending termination would 
exert no influence upon their planned 
investment for 1954, in contrast to the 
60 per cent that said the tax had no 
effect upon such spending in 1950-1952. 
It appears that businessmen considered 
being relieved of the tax less significant 
than its imposition. 

No important differences between the 
groups appear when the answers to 
Question III are classified by industry, 
size or relative tax burden. When 
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analyzed in terms of profitability, how- 
ever, the medium profit class, “ 6 to 10 
percent,” shows that a larger proportion 
of firms reported an anticipated effect 
upon plant and equipment expenditures 
than all other profit groups combined— 
33 per cent as compared to 17 per cent. 
In light of the fact that this group does 
not show important variations in re- 
sponse to other questions, speculation 
about this statistical difference would 
be quite tenuous. 

When the data are analyzed by the 
investment characteristics outlined in 
Table II, the distribution of responses 
classified by the dollar expenditures on 
plant and equipment and by the degree 
of internal financing parallels that of 
the sample as a whole. However, when 
the firms are classified by the EPT lia- 
bility as a per cent of investment, 7 out 
of 8 firms in the lowest class, i. e., those 
whose EPT liability was less than 25 
per cent of their average net plant and 
equipment investment stated that the 
expiration of the tax would not result 
in increased investment in 1954; where- 
as, in the next class the ratio drops to 
about 4 out of 8. This difference in 
response between the two lowest classes 
seems logical since the greater the EPT 
liability relative to net investment, the 
greater should be the anticipated effect 
of the expiration of the tax. This same 
pattern appeared in Table II]. When 
the two highest classes are analyzed, it 
appears that 6 out of 8 firms contended 
that being relieved of the tax would not 
cause them to increase their capital ex- 
penditures in 1954. The absence of a 
consistent pattern in the two classes 
above 100 per cent may be attributed, 
at least in part, to the fact that many of 
these firms were not homogeneous with 
respect to the absolute dollar amount of 
their investments. 
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It is interesting to note that there is 
definitely a positive correlation between 
the stated effects of the imposition of 
the tax and the anticipated effects of its 
expiration. For example, almost 95 per 
cent of the 107 firms who said their 
actual plant and equipment expendi- 
tures in 1950-1952 were not affected by 
the imposition of the tax reported that 
their planned investment for 1954 
would not be affected by the expiration 
of the tax. Likewise, 65 per cent of the 
60 firms who said they decreased their 
expenditures in 1950-1952 reported 
that their planned investment for 1954 
would be increased. 


Question IV—Will the Expiration of 
the EPT Affect the Method of Financ- 
ing Planned Plant and Equipment Ex- 
penditures for 1954? 


In reply to this question 82 per cent, 


or 145 of the 177 respondents, said the 
expiration of EPT would not influence 
their manner of financing planned 


capital expenditures in 1954. This is 
the highest “ no effect” response to any 
of the four major questions raised with 
regard to investment policy. It is quite 
apparent that on the basis of these re- 
plies, relief from this type of tax bur- 
den should have only a negligible effect 
in this area of managerial decision- 
making. 

The replies to this question when 
classified in terms of group and invest- 
ment characteristics used in Tables I and 
II again reveal a remarkable degree of 
uniformity. In every single category at 
least 2 out of 3 firms responded in the 
negative to this fourth question. But 
again the smallest firms indicate a some- 
what lesser “no effect” response—67 
per cent compared with the 84 per cent 
for all other asset classes combined. 
However, as reasonably may be ex- 
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pected, the firms which spent the lar- 
gest dollar amount for plant and equip- 
ment showed the highest negative 
response of any category, 95 per cent 
compared with 82 per cent for the 
sample as a whole. 

There appears to be a consistency in 
the responses of the overwhelming num- 
ber of business executives who con- 
tended that the tax did not influence 
their management decisions regarding 
the financing of investment. For ex- 
ample, almost 90 per cent of the 138 
firms who said the imposition of the tax 
had not affected the manner of financ- 
ing during the 1950-1952 period also 
stated that the expiration of EPT would 
not influence the financing of invest- 
ment in 1954. On the other hand, 
there appears to be a lack of consistency 
in the replies of the remaining com- 
panies since only 30 per cent of these 53 
firms responded positively with regard 
to the effect of both the imposition and 
expiration of the tax on financing de- 
cisions. 

To summarize, an analysis of the en- 
tire sample shows that 111 firms, or 65 
per cent of those responding to both 
Questions III and IV, stated that they 
did not expect the expiration of EPT to 
influence either the level or manner of 
financing investment expenditures in 
1954. In contrast, only 17 firms, or 10 
per cent, stated that being relieved of 
this particular tax burden would cause 
them to change their investment policies 
in both respects. 


CONCLUSIONS 


The objective of this study, as pre- 
viously noted, is limited to discovering 
what business executives, who were re- 
sponsible for the investment decisions of 
excess-profits-taxpaying corporations, 
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stated was the impact of the tax upon 
their own individual investment de- 
cisions without regard to their appraisal 
of the effects of the tax on capital ac- 
cumulation and economic growth for 
the economy as a whole. 

The above analysis of the replies sub- 
mitted to the four major questions re- 
garding the relationship of EPT to in- 
vestment policy support the following 
conclusions: 

(1) The overwhelming majority of 
respondents who had to live with EPT 
during the Korean War period stated 
the tax had xno effect upon either the 
level or manner of financing expendi- 
tures on new plant and equipment.” 
This fact suggests that many of the 
public statements made by veteran tax 
legislators and spokesmen for organized 
business, as well as by economists, re- 


12 It has been argued that it is a broad step from 
the statements of these individual officials that the 
excess profits tax had no effect on their firm’s capital 
expenditures to the implied conclusion that the tax 
literally did not significantly retard aggregate invest- 
ment, particularly through its effects on incentives 
and the availability of retained earnings. However, 
it has long been recognized that it is virtually im- 
possible in economic theory to verify empirically de- 
ductive hypotheses which purport to establish causal 
relationships between a limited number of interde- 
pendent variables. 
are not free of this criticism also is well recognized. 
For example, the question concerning the effects of 


That theories in public finance 


any tax on consumer spending, saving or investment 
is an extremely difficult one to handle, for in the ab- 
sence of controlled experimentation or other objec- 
tive forms of observation, the problem requires, on 
the one hand, that economic units affected compare 
an actual tax situation with a hypothetical one; and 
on the other hand, it requires that the investigators 
attempt to ascertain to what extent, if any, the 
stated responses regarding the effect of the tax cor- 
respond with actual behavior. 

Notwithstanding these limitations, it is the opinion 
of the authors that studies based on the stated re- 
sponses of business executives to questions regarding 
the effects of taxation on various areas of corporate 
decision-making represent an important type of evi- 
dence that is useful in evaluating tax theories and 
policies. 
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garding the impact of the EPT on capi- 
tal accumulation and economic growth 
are grossly exaggerated. Instead, it ap- 
pears that other factors had a substanti- 
ally greater effect than EPT on invest- 
ment incentives during this period, for 
example, the increased military spending 
by the federal government and the ac- 
celerated amortization of defense facili- 
ties for tax purposes. 

(2) The allegations that the EPT dis- 
criminated against corporations which 
were relatively the most profitable and 
those which had to depend on retained 
earnings for growth are not supported 
by the stated effects of the tax on in- 
vestment decision-making as reported 
by the officials of the companies in this 
study. When the firms were classified 


by industry, profitability, tax burden, 
and the degree to which internal funds 
were used to finance capital expendi- 


tures, the analysis revealed a remark- 
able uniformity of group response in 
these four respects in the sense that 
statistically significant differences did 
not appear. In other words, it may be 
argued that even if EPT was dis- 
criminatory in some objective sense, it 
still did not elicit any significantly 
different patterns of response on the 
part of those business officials who were 
responsible for capital expenditures dur- 
ing this period. 

(3) However, it appears the tax had 
a somewhat greater impact upon rela- 
tively small firms than on larger firms. 
In this respect the a priori opinions of 
tax experts and others seem closer to 
reality than in the more important 
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matter of the effect of the excess profits 
tax on the rate of capital accumulation. 

(4) The above findings, restricted to 
an analysis of the effect of EPT, sug- 
gest: (a) that the imposition of a cor- 
porate profits tax which is generally 
acknowledged to be of limited duration 
has a greater direct impact upon invest- 
ment decisions than its anticipated ex- 
piration; and (b) that decisions re- 
garding the /evel of investment are 
generally more responsive to tax con- 
siderations than decisions regarding the 
manner of financing investment. 

The limited nature of this study ob- 
viously precludes sweeping generaliza- 
tions regarding fiscal policy, but the 
study adds some weight to doubts which 
have been expressed regarding the 
efficacy of tax policy, particularly in the 
form of changing marginal and average 
tax rates, as an instrument for achieving 
economic growth and stability. One 
cannot help speculate whether the re- 
liance placed upon fiscal policy today is 
not, in many respects, comparable to 
that placed upon flexible pricing, mone- 
tary policy, and the interest rate of the 
1920’s. Although the traditional 
method of economic analysis requires 
the use of simplifying assumptions, it 
should be recognized that categorical 
conclusions which are based essentially 
on the influence of a single economic 
variable, for example, taxation, upon a 
single feature of business decision-mak- 
ing are unrealistic to the extent that 
other strategic economic and political 
determinants have been implicitly im- 
pounded in ceteris paribus. 





THE INFLUENCE OF TAX REVISIONS ON 
STOCK PRICES 


JAMES E. WALTER * 


I 
A’ the time of this writing the Dow 


Jones Industrial Average has re- 
cently topped 300 for the first time 
since 1929 and is some twenty to 
twenty-five per cent above its “ nor- 
mal ” trend-line.’ Few will dispute the 
proposition that prospective tax reduc- 
tions should be placed high on the list 
of factors which currently support the 
stock market and which may push it 
higher. Despite the relevance of tax 
considerations, the nature of the stock 
market is such that serious estimates of 
the approximate market impact of tax 
revisions are virtually nonexistent. 

It is the objective of this paper to 
find out whether any basis exists for de- 
termining a priori the effect which pro- 
spective tax revisions will have on secu- 
rity prices. Since our primary interest 
is in fundamental relationships, rather 
than in actual forecasting, no attempt 
is made at precise measurement. The 
attention given to tax credits on divi- 
dends in the analysis which follows is 
justified partly on the ground that it 


“Mr. Walter is Assistant Professor of Business 
Administration at the University of California, 
Berkeley. The author acknowledges the helpful 


comments of his colleague, James R. Longstreet. 


1The Dow Jones Industrial Average, hereafter re- 
ferred to as the DJIA, is a simple, arithmetic average 
of the prices of thirty high-grade industrial stocks. 
While not entirely representative of the market as a 
whole, it is a reasonably adequate measure for our 
purposes. 


represents a much discussed develop- 
ment in personal income taxation and 
partly on the grounds that dividends 
are a major determinant of stock prices. 

The direct influence upon stock prices 
of individual tax changes is stressed for 
the most part rather than indirect or 
budget effects. Any tax reduction 
which is not offset by decreased govern- 
mental expenditures tends, ceteris pari- 
bus, to support or raise stock prices by 
increasing corporate earnings above 


what they otherwise would have been 


and by improving investor attitudes. 
Insofar as the immediate market impact 
is concerned, however, the initial or 
primary effects of individual tax revi- 
sions are most important and are clearly 
not uniform among taxes. 

With the possible exception of capital 
levies, taxation normally affects asset 
values by altering the anticipated stream 
of future income.? The present value 
of an asset is little more than the cap- 
italized value of its future income 
stream. In the case of debt instruments 
which provide for the repayment of 
principal, the amount of the principal 
can be viewed as an element of future 
income. Whether the selling price of 
an asset equals its capitalized value, as 


2 Capital levies can often be treated the same as 
taxes on income. If the capital levy is recurrent and 
is based upon a percentage of asset values, as in the 
case of the property tax, the effect is similar in many 
respects to a tax on property income (including non- 
monetary income). 
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determined by the prevailing rates at 
which similar assets are capitalized in 
the market, at any given time depends 
upon the perfection of the market in 
which the asset is bought and sold and 
upon the relative position of the buyer 
and seller. 

The imposition of taxes which dimin- 
ish the streams of future income accru- 
ing to asset holders correspondingly re- 
duces the money values of the affected 
assets, provided the capitalization rates 
remain unchanged. In mathematical 
terms, the present value (Vp) of an as- 
set is equal to 

I, (1-71) 


rm) Is (1-12) 
(1+ %) 


*"fivar ” 


I, (1-1) +P 


() (1+%,J" 


where | designates the income per pe- 
riod received in periods (1 ...), r is 
the average tax rate, P represents the 
amount of principal repayment, if there 
is one, and i is the capitalization rate.* 
Assuming the income streams to be per- 
petual and I, r and i to be constants, the 
capitalization formula reduces to 


(2) Vp 


I(1-r) I I 
= 7 ‘= -f7 


1 - 


Form (2) of the capitalization equa- 
tion clearly shows that, if the tax rate is 
expected to remain unchanged, the asset 
value is reduced below what it other- 
wise would have been by a percentage 
equal to the tax rate. A permanent in- 
crease or decrease in the rate of an ex- 
isting tax leads in similar fashion to 
relative changes in asset values equiva- 
lent to the difference between the old 


3 Capitalization rates are determined by the level 
of the yield on perfectly safe securities and of the 
necessary risk premium whose size deperds upon the 
certainty of the future income stream. If the. im- 
position of a tax affects capitalization rates, then the 
i’s must be multiplied by p which symbolizes the re- 
lationship between the old and new (i.e., after tax) 
rates. 
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and new tax rates. Lest the capitaliza- 
tion concept appear too simple, it 
should be observed that these precise re- 
sults will obtain only in the event that 
no part of the tax is shifted and that 
capitalization rates are uninfluenced by 
the tax. 

Tax shifting occurs whenever antici- 
pated income in the event that no tax 
is imposed is less than anticipated in- 
come, before tax, in the event a tax is 
levied. Given both the “ full cost” 
method of pricing products and services 
and the imperfectly competitive char- 
acter of most markets, tax shifting by 
corporations is likely to be a fairly fre- 
quent phenomenon. The existence of 


' shifting transforms form (2) of the 


capitalization equation into 


_I (1-1-8) 
. F : 


(3) Vp 
where s represents one minus the frac- 
tion of the tax which is shifted. 

Under certain circumstances the rates 
at which future income streams are cap- 
italized may be affected by the imposi- 
tion or removal of a tax. A tax on cor- 
porate income which permits the aver- 
aging of losses in one period with the 
gains in other periods reduces the cap- 
italization rates as applied to net incomes 
after tax by lowering the required risk 
premiums. The taxing authority in ef- 
fect agrees to underwrite losses. 

To illustrate the point further, let us 
consider the case of a newly imposed tax 
which diminishes the income streams of 
a wide range of assets. Tax rates and 
capitalization rates may exhibit an in- 
verse relationship to the extent that the 
tax cannot be avoided by purchasing 
untaxed assets. As long as the yield on 
perfectly safe securities, net of acquisi- 
tion and disposition costs, exceeds zero, 
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it is possible for yields to decline with- 
out greatly reducing the dollar magni- 
tude of income-bearing assets which is 
demanded.* Assuming a strong desire 
on the part of asset holders to maintain 
future income, the imposition of such a 
tax may actually augment the dollar 
amount of income-bearing assets de- 
manded and may lower risk premiums. 

Fortunately, the influence of tax 
changes upon capitalization rates is less 
important to the succeeding analysis 
than might first appear for several rea- 
sons. First, since no existing tax is 
completely general, changes in tax rates 
and capitalization rates cannot wholly 
offset each other. Second, capitaliza- 
tion rates are conditioned more by over- 
all budget effects than by the direct 
impact of increases or decreases in in- 
dividual taxes. Finally, the monetary 
authorities can always, if they so desire, 
stabilize the basic interest rates. 

The direct impact which a tax on as- 
set income has on asset values is fre- 
quently referred to as tax capitalization. 
The justification for this label is evident 
from form (2) of the capitalization 
equation. Since r.] represents the 
amount of the unshifted tax, the pres- 
ent value of an asset equals the capital- 
ized value of its future income stream 
(before taxes) minus the capitalized 
value of the tax. 

Tax capitalization exerts its most no- 
ticeable influence upon property values 
and upon the prices (or yields) of state 


4 Ar this point the argument becomes somewhat 
complex and the ultimate effects correspondingly less 
€efinite. The indicated result may obtain, however, 
provided that: 

1) The division of income between consump- 
tion and saving is determined principally by 
the distribution of income; and/or 

2) A significant portion of individual saving is 
done under contractual and involuntary 

agreements. 
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and local bonds. As is shown in Table 
I, the yield on municipal bonds whose 
income is not subject to federal income 
taxation is consistently below that on 
United States government securities 
and on high-grade corporate bonds. 
The unusually high price-earnings ratios 
possessed by growth companies with low 
dividend pay-out ratios also appear to 
reflect the effect of tax differentials. 
The low tax rate on capital gains trans- 
forms growth stocks into a favored in- 
vestment for high income recipients. - 


TABLE I 


A COMPARISON OF YIELDS ON HIGH-GRADE Bonps, 
1951-1953 


Average Yield 
1951 1952 1953 


200 2.19 2.72 


Number 
of Issues 


Bonds 
(long-term) 


Municipal 

USS. Government 
Old Series .... 
New Series ... 3.16 

Corporate 
(Aaa and Aa) 60 289 300 3.26 


Source: Federal Reserve Bulletin, March, 1954, 
p. 279. 


2.57 2.93 


2.68 


The extent to which tax capitaliza- 
tion is conditioned by the definiteness of 
the future income streams, or lack 
thereof, is difficult to ascertain. The 
greater the element of uncertainty, the 
less is the ability of the potential buyer 
of taxed assets to calculate the amount 
of future taxes and thus to discount 
them. Forms (2) and (3) of the capi- 
talization equation clearly suggest, how- 
ever, that / and i are immaterial to tax 
capitalization. Whatever the capitali- 
zation process, asset prices appear to 
change by a percentage equal to r. In 
instances where a tax is levied against 
the incomes from highly speculative as- 
sets, there is some reason to believe that 
the tax may be overcapitalized. By 
“ overcapitalized ” is meant that, since 
the value of speculative assets depends 
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upon the opportunity for high future 
income, their value may decline by a 
percentage greater than the increase in 
the tax rate. 

In a sense, the longer a tax on asset 
income has existed and the more nearly 
it has been capitalized, the less is the 
justification for its removal. Tax re- 
ductions result in windfalls to existing 
holders of taxed assets to the extent that 
these assets have changed hands since 
the date when the tax was originally 
imposed. If a tax on asset income ad- 
versely affects the creation of new as- 
sets, however, there may still be a 
weighty argument for its removal. 


II 


From the foregoing analysis of tax 
capitalization it seems apparent that tax 
credits on cash dividends, as provided 
for in the technical tax revision bill, 
tend to push stock prices higher.” Tax 
credits on dividends augment net in- 
come after taxes accruing to stock- 
holders unless offset by reduced divi- 
dend pay-outs. Adapting form (2) of 
the capitalization equation to the tax 
credit case, we find that 


(4) 


where D represents cash dividends, A 
refers to the allowable exclusion of divi- 
dends from taxable income, m is the 
marginal tax rate on income and c is the 
allowable deduction from the final tax 
bill expressed as a percentage of D 
minus A, Anticipated cash dividends 
(D) are substituted for the “1(1 -—r) ” 
of form (2), based on the presumption 
that retained earnings, or for any pe- 
riod, 1(1 —r) — D, provide the basis for 
future dividends. 


5 See “ House Passes Technical Tax Relief Bill,” 
Wall Street Journal, March 19, 1954, p. 2. 
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Form (4) shows that security values 
increase as a result of tax credits on 
dividends by a percentage equal to the 
weighted average of m and c. That is 
to say, 


(5) AY p m A te D-A , 

Vp D D 
Assuming that A reaches a maximum 
point at a fairly low level, AVp/Vp 
tends to approach ¢ as the ratio of A to 
D becomes smaller and smaller. 

Some conception of the potential 
change in stock prices engendered by 
tax credits on dividends can be obtained 
by substituting figures into equation 
(5). Let us consider m to be twenty 
per cent, A to be one hundred dollars, 
and ¢ to be ten per cent. Twenty per 
cent is the minimum marginal tax rate 
paid on taxable income, whereas one 
hundred dollars and ten per cent are the 
ultimate tax credits provided for in the 
Administration’s proposed technical tax 
revision bill. 

For stockholders whose taxable in- 
come exceeds one hundred dollars and 
whose annual cash dividends are one 
hundred dollars or less, stock values will 
rise by at least twenty per cent. Under 
D-A 

mors As 
annual cash dividends, net of the hun- 
dred dollar basic allowance, increase, the 
positive change in stock values to the 
holder comes closer and closer to 10 per 
cent. If D is $1000, for example, the 
relative increase in stock values is eleven 
per cent.° 

For the tnarket as a whole, these fig- 
ures would appear to justify a rise in 
stock values of somewhat in excess of 


such circumstances, c¢ 


AV A - 
6 That is to say, y mnte Daa 20% YY 
) 


900 
+ 10% 1000" 11%. Note that the percentage change 


in stock values will rise if we assume that the stock- 
holder is confronted with a higher marginal tax rate. 
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ten per cent. Assuming that the DJIA 
was at 300 prior to the discounting of 
tax credits on dividends, this signifies a 
thirty-plus point increase therein. The 
magnitude of the “ plus” depends upon 
the extent to which small investors are 
induced to expand their stock holdings 
as a result of the special consideration 
given them. If the change is to assume 
these precise proportions, it must of 
course be presumed that the market was 
otherwise in balance at the pre-existing 
level. 

Before accepting either the approach 
or the estimates as reasonable, three im- 
plicit assumptions which underlie the 
utilization of form (4) of the capitali- 
zation equation merit scrutiny. The 
first is that annual cash dividends, as re- 
lated to given shareholdings, and cap- 
italization rates are not expected to 
change from period to period. This as- 


sumption is unrealistic, but permits a 
simplified treatment and does not greatly 


alter the final result. As long as each 
component of a series with uniform 
signs is increased by a constant percent- 
age, the sum total of the series is also 
raised by the same percentage. An ex- 
amination of equation (5) indicates 
that expected changes in cash dividends 
from period to period will not affect the 
lower limit of increase in stock values, 
i.e., ten per cent, but may influence the 
importance of the hundred dollar allow- 
able exclusion of dividends from tax- 
able income. 

The second implicit assumption is that 
no shifting occurs. That is to say, the 
provision for tax credits on dividends 
will induce neither reduced dividend 
pay-outs nor the passing on of tax bene- 
fits to customers and/or suppliers. Since 
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the nature of dividend tax credits, as 
authorized in the technical tax revision 
bill, is such that corporations are only 
indirect participants, it is reasonable to 
presume that these credits will not in- 
fluence appreciably dividend and other 
corporate policies. 

To the extent that corporate divi- 
dend policies are conditioned by tax 
credits, the net result may well be 
higher, rather than lower, dividend pay- 
out ratios. Incentive is provided for 
closely held corporations to augment 
cash dividends, since the tax benefits ac- 
cruing to wealthy shareholders from the 
nondistribution of earnings are dimin- 
ished. Growth companies may be per- 
suaded to increase pay-out ratios in or- 
der to offset the adverse effects on 
growth stock prices attributable to the 
reduced relative advantage of capital 
gains taxation. In addition, large and 
medium sized corporations may be in- 
duced by more attractive stock prices to 
rely less heavily upon retained earnings 
as a source of funds. 

The final assumption implicit in form 
(4) of the capitalization equation is 
that the expected flow of cash dividends 
is the principal determinant of stock 
prices. This assumption is realistic in- 
sofar as corporations endeavor to stabi- 
lize annual cash dividends, e.g., as in the 
case of American Telephone and Tele- 
graph. It is also reasonable insofar as 
retained earnings provide a basis for 
augmented future cash dividends which 
are in turn discounted in determining 
present values. The anticipated increase 
in future cask dividends resulting from 
earnings retention depends upon the 
rate of return on added investment and 
upon the possibility of asset dissipation. 
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In addition, as has already been inferred, 
the provision for dividend tax credits is 
likely to make prospective dividends an 
even more important determinant of 
stock prices. 

That the anticipated flow of cash 
dividends, based largely upon past per- 
formance, is the most influential factor 
affecting stock prices is affirmed by 
Messrs. Graham and Dodd. Their in- 
terpretation of the capitalization for- 
mula is 


(6) Vp (of industrial companies) = M(D + 1/3E), 


where M, the multiplier, is the recipro- 
cal of the capitalization rate, D repre- 
sents expected dividends and E is antici- 
pated earnings.’ D and E are estimated 
without regard to the trend factor 
which is reflected in the multiplier. 

According to this interpretation, it 
appears that the provision for tax cred- 
its on dividends will raise stock values 
by a smaller percentage than that de- 
rived by applying equation (5). The 
percentage change obtained by substi- 
tuting figures into equation (5) multi- 
plied by the ratio of D to (D+ E/3) 
seems to produce the Graham and Dodd 
result (expressed in relative terms). If 
the influence of dividend tax credits 
upon the Graham and Dodd multiplier 
is considered, however, the net effect of 
the two approaches may be approxi- 
mately the same. The multiplier of 
form (6) is understood to reflect pros- 
pects for future dividends, profits and 
growth to a greater extent than does the 
capitalization rate of form (4). 

An interesting implication of the 


7B. Graham and D. L. Dodd, Security Analysis 
(3rd ed.; New York: McGraw-Hill, 1951), p. 454. 
Form (6) requires adjustment when applied to pub- 
lic utilities and other nonindustrial concerns, since 
their “normal” pay-out ratios differ substantially 
from those for industrial companies. 
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foregoing analysis and of the earlier ref- 
erence to capital gains taxation is that, 
whatever the over-all market impact, 
tax credits on dividends will not affect 
stock prices uniformly.* The preferen- 
tial treatment afforded small share- 
holders indicates that low-priced stocks 
are likely to exhibit the largest relative 
gains. Stock prices which have already 
been influenced by the low tax rate on 
capital gains will presumably not bene- 
fit greatly from the provision for tax 
credits on dividends. 

The preceding analysis of dividend 
tax credits should be qualified in at least 
two respects. The fact that a sizable 
portion of cash dividends is omitted 
from taxable income tends to diminish 
the impact of this provision on stock 
prices. To the extent that cash divi- 
dends are unreported, no immediate 
monetary benefits are obtained from tax 
credits on dividends. If tax evasion 
weighs at all heavily upon the conscience 
(especially in view of the risk of being 
caught), however, certain nonmonetary 
benefits may accrue to shareholders. 
Needless to say, the importance of this 
consideration cannot readily be ascer- 
tained. 

As a second point, care should be 
taken to avoid the misleading impres- 
sion of preciseness which may be sug- 
gested by the utilization of capitaliza- 
tion formulae. The importance of sub- 
jective judgment is such that the influ- 


ence of tax credit provisions upon stock 
prices may be substantially more or less 
than the anticipated effect based upon 
any objective criteria. 


SIt is, however, frequently observed that market 
movements determine two-thirds or more of the 
movements of individual stock prices. Cf., for ex- 
ample, W. F. Edwards, Proceedings of the National 
Federation of Financial Analysts, March 6, 1948. 
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Granted the close relationship be- 
tween corporate income and cash divi- 
dends, it follows that an increase or de- 
crease in any tax levied against corpo- 
rate income will affect stock prices. It 
matters little whether tax revisions as- 
sume the form of changes in tax rates 
or of changes in allowable deductions or 
exemptions. Their influence upon the 
anticipated stream of income and divi- 
dends is the crucial consideration. 

The dispatch with which the capital- 
ized value of any tax revision is re- 
flected in stock prices depends upon the 
prevailing condition of the stock market. 
If the market is sagging, a reduction in 
taxes on corporate income may serve 
only to support stock prices. If the 
market is simply awaiting an_ initial 
push, the magnitude of the resulting 
market movement may be several times 


the capitalized value of the tax reduc- 
Given the wide variety of forces 
constantly affecting the market level, 
the influence of any single factor need 
never be clearly visible. 

The impact on stock prices of de- 
creases in taxes levied directly against 


tion. 


corporate income will generally be 
smaller and less definite than that of 
equivalent tax reductions in the form of 
tax credits on dividends. By “ equiva- 
lent ” is meant that the loss of tax reve- 
nue will be the same under either type 
of tax reduction. Any number of 
things can happen to added corporate 
income resulting from reduced taxes be- 
fore it becomes available for dividend 
distributions. The better the profit 
prospects and/or the higher the pay-out 
ratios, the more nearly will the effects 
of the two types of tax reduction con- 
verge. 
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In many instances the initial impact 
of tax decreases, or increases for that 
matter, on stock prices will be notice- 
ably different from the long-run im- 
pact. To illustrate this point, let us 
consider the case of excise tax reduc- 
tions. At some time prior to the effec- 
tive date of the tax changes, the stock 
prices of those companies which bene- 
fit directly will rise since the market 
often discounts or capitalizes in advance 
changes in prospective income after 
taxes. As indicated previously, the en- 
tire stock market may be pushed higher 
as a consequence of this stimulus. 

At the time when the scheduled tax 
cuts go into effect, it is presumed that 
the market prices of the affected prod- 
ucts or services will decline by some 
portion of the tax benefit.” For the 
sake of simplicity, let us designate those 
goods and services to which the excise 
tax reductions apply as A and all other 
goods and services as B. As the price of 
A is lowered, the relative cheapness of 
A encourages its substitution for B. 
Assuming the demand for A to be elas- 
tic, i.e., the substitution effect outweighs 
the income effect, the demand for B will 
therefore fall.’ 

Under this set of circumstances, com- 
panies producing A will have higher net 
earnings after the decrease in excise 
taxes, whereas companies producing B 
will have lower net earnings. As con- 
trasted with the market situation exist- 
ing before the proposal to revise excise 


9 See “ Tax Compromise,” The Wall Street Journal, 
March 31, 1954, p. 3, in which the manufacturers 
of home laundry dryers and ironers are reported to 
have promised that the tax cuts will be passed on to 
consumers. 


10 That is to say, if the total revenue of A rises as 
the price of A falls, total outlays on B will diminish. 
The effect, ceteris paribus, will be a shift in the de- 
mand for B to the left and reduced earnings for 
companies which produce B. 
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taxes was introduced, the capitalized 
values of the altered income streams will 
be higher for some corporations and 
lower for others. Who can say whether 
the market in the long run will rise or 
fall! Since it is unlikely that the stock 
market will discount the effect on com- 
panies producing B in advance, the 
market may well rise under the initial 
impact and then decline to some inter- 
mediate position as the longer-run ef- 
fects become visible. 

The preceding analysis is grossly sim- 
plified and considers only one of several 
possibilities. By lumping all goods and 
services under either A or B, it avoids 
the complications of widely diverse 
price elasticities and pricing policies. In 
addition, it ignores third and fourth or- 
der effects on the presumption that they 
would occur under any tax reduction 
or governmental expenditure increase. 
The simplifications are not regarded as 
distortive since our primary purpose is 
to demonstrate that the initial impact 
of tax reductions on the stock market 
need not persist. 

The case of excise tax reductions sug- 
gests that any tax revision which aug- 
ments the flow of income to some share- 
holders, but reduces it to others, may 
not push the stock market up in the 
longer run. To the extent that the re- 
moval of the excess profits tax induces 
some of the more profitable firms to cut 
prices, for example, results similar to 
those indicated in the consideration of 
excise tax reductions could well obtain. 

Clearly less probable, but nonetheless 
possible, is the chance that the action of 
tax revisions will lead to lower stock 
prices in some instances even though the 
net earnings of no companies decline. 
The stocks of companies whose net 
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earnings are augmented by tax reduc- 
tions become relatively preferred to 
other stocks. Since stocks of similar 
quality are ordinarily close substitutes, 
the demand for stocks whose net earn- 
ings are relatively unaffected by tax re- 
ductions may decline at the same time 
that the market supply of the less pre- 
ferred stocks increases. The augmented 
supply of less attractive stocks offered 
on the market results froin the fact that 
stockholders endeavor to liquidate their 
holdings in order to acquire the more 
attractive stocks. 

Whether the market as a whole will 
rise or fall under these conditions de- 
pends upon both the number of com- 
panies, relatively speaking, whose net 
earnings are increased by the tax reduc- 
tions and the relative thickness or thin- 
ness of the trading in the individual 
stocks.'" The smaller the volume of 
trading in any stock, i.e.; the thinner 
the market for that stock, the greater is 
likely to be its price fluctuations. If 
the market for the stocks of companies 
whose net earnings are unaffected is suf- 
ficiently thin, the stock market may ac- 
tually decline as a result of tax reduc- 
tions. 

The argument that the prices of less 
attractive stocks may decline even 
though net earnings remain stable ex- 
tends beyond the simple case of tax cap- 
italization. 


In effect, it presupposes 
that capitalization rates or multipliers 
are influenced by market activity. Al- 


though this presupposition appears 
plausible, there is some reason to be- 
lieve that changes in capitalization rates 


11 Market level changes are measured, in the usual 
fashion, by changes in a simple average of stock 
prices. The effect of the “thinness factor” would 
presumably be reduced if weighted averages were 
used. 
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attributable to market activity are 
short-run phenomena. If such changes 
are long lived, their persistence must be 
due to such factors as the willingness of 
those who dispose of the more attractive 
stocks to hold a portion of the proceeds 
as cash balances and differences in the 
relative thickness or thinness of trading 
in individual stocks. 


IV 


As a general rule, the importance of 
investor attitudes and judgment is such 
that the influence of any single factor 
upon the level of stock prices cannot be 
determined a priori. Forms (2) and 
(4) of the capitalization equation indi- 
cate, however, that the first order 


market effects of tax changes can be 
roughly predicted upon occasion. In 
many instances the major difficulties 
arise not in estimating the tax effect, 


but in interpreting properly the pre- 
vailing market conditions. 

In the case of tax credits on divi- 
dends, it appears that stock values will 
be raised above what they otherwise 
would have been by a percentage ap- 
proximately equal to the allowable off- 
set of dividends against the final tax 
bill. This percentage is increased to the 
extent that the basic hundred dollar de- 
duction encourages small shareholders 
to enter the market. It is diminished to 
the extent that stock prices are not 
solely dependent upon anticipated divi- 
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dend flows and that dividends are not 
reported for tax purposes. 

The market impact of tax changes 
which directly affect corporate earnings 
is somewhat less definite than that of 
changes which directly affect dividends. 
The relation between cash dividends and 
net corporate earnings is neither com- 
pletely stable nor wholly predictable. 
Nonetheless, the change in effective tax 
rates (r), adjusted for tax shifting, may 
provide a rough approximation of the 
initial percentage changes in stock 
prices. 

Tax revisions which do not change 
corporate earnings uniformly pose both 
immediate and longer-run problems. 
Since some stocks become absolutely 
and/or relatively less attractive than 
others, the impact of revisions which do 
not affect earnings uniformly may lead 
to a mixture of higher and lower stock 
prices. Under such conditions the 
market level can conceivably rise or fall. 

As a final point, it is admitted that 
the partial neglect of secondary and 
tertiary effects may be dangerous in 
some instances. These indirect, or gen- 
eral, effects exert a potential influence 
upon capitalization rates and prospec- 
tive corporate earnings. Their inclu- 
sion would, however, take us out of the 
realm of individual taxes into the much 
broader realm of over-all taxation and 
revenue effects. 





A PRACTICAL AVERAGING PROPOSAL 


JOSEPH A. PECHMAN * 


i Sane plan outlined in this note is de- 
signed to provide a practical and 
modest averaging system, which will fit 
into the present federal individual in- 
come tax framework and which will, at 
the same time, avoid many of the com- 
plicated administrative and compliance 
problems of a general averaging system. 

The plan is based on the proration 
principle incorporated in Section 107 of 
the 1939 Internal Revenue Code. A 
new category of income would be 
recognized for individual income tax 
purposes, called ‘‘ Section 107 Income or 
Loss,” which may at the election of the 
taxpayer, be prorated back over a pe- 
riod of five years. This category would 
include as many income and loss items 
for which averaging appears to be 
needed, such as accumulated dividends 
on preferred stock, delinquent or ac- 
cumulated interest, deferred compensa- 
tion, the portion of gains from stock 
options not entitled to capital gains 
treatment, all the items now covered by 
Section 107, and business and capital 
losses. 

The procedure proposed is as follows: 


1. A taxpayer would file a tax return 
and compute his tax each year on the 
basis of his total current income, in- 
cluding Section 107 Income or Loss. 


* The author is Associate Professor of Finance, 
School of Industrial Management, Massachusetts In- 
stitute of Technology. 
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2. The taxpayer would be allowed to 
credit against the tax due on income in 
the current year the difference between 
(a) the taxes paid on an annual basis 
during the past five years (including 
the current year), and (b) the taxes 
which he would have paid had the 
amount of Section 107 Income or Loss 
in the current year been received in 
equal annual installments over the five- 
year period.’ 

The scope and type of averaging pro- 
vided under the plan depends entirely 
upon the definition of Section 107 In- 
come or Loss. The following remarks 
suggest a number of alternatives. 

1. As already indicated, Section 107 
Income or Loss could include business 
losses. This would mean that business 
losses could be carried back and pro- 
rated evenly over the five-year period. 
The present carry-forward can be re- 
tained or shortened as desired. If the 
carry-forward period remained at five 
years, the total averaging period for 
business losses would be ten years—the 
current year, the four prior years, and 
the five succeeding years. It is to be 
noted that the proposed averaging sys- 
tem would not be mandatory, so that 


1A taxpayer would be eligible to use the new Sec- 
tion 107 every year. If the option to average is 
elected more than once in five years, he would be re- 
quired to add current-year Section 107 income to 
prior-year incomes including the amounts previously 
prorated to those years under Section 107. 
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businessmen would have the choice of 
the four-year carry-back or the five- 
year carry-forward. This flexibility 
might be especially important for new 
and growing businesses. 

2. It would also be possible to include 
capital losses in Section 107 Income or 
Loss. The plan has the advantage that 
the offset against ordinary income for 
the current year and the preceding four 
years can be allowed in one lump sum 
and the taxpayer would receive the tax 
benefit of the carry-back of capital 
losses in the year such losses are in- 
curred. Under this approach the limi- 
tation on deductibility of capital losses 
against ordinary income can be retained 
at the present $1,000 or raised. For ex- 
ample, if it were decided to raise the 
limit to $5,000 per year, the amount of 
capital losses includable in Section 107 
Income or Loss would be limited to 
$5,000 in each year. 

In the case of both capital and busi- 
ness losses, this type of averaging would 
be much more equitable than the loss 
offset treatment under present law, since 
the loss would be credited at the highest 
bracket rates in each year over the five- 
year period. Under present law such 
losses are credited against the individ- 
ual’s entire current-year net income be- 
fore they are carried back or forward. 
The result is that the taxpayer receives 
no benefit from the portion of his 
carry-back or carry-forward which is 
applied against his exemption; more- 
over, in the case of large carry-backs or 
carry-forwards, the effective relief may 
be very low because they are credited at 
rates extending down to the lowest 
brackets in each year the carry-back or 
carry-forward adjustment is made. 
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3. Complaints have been made re- 
garding the restrictiveness of the cover- 
age of the present Section 107. In par- 
ticular, it has been pointed out that it is 
inequitable to require completion of 
personal services rendered over a period 
of 36 months or more before the com- 
pensation received is eligible for Section 
107 treatment. It would be possible to 
modify Section 107 under the proposed 
revision to include compensation for 
personal services rendered over 36 
months or more, whether or not the 
particular project has been completed. 
It would also be possible to reduce the 
36-month period to 24 months. 

4. The plan might also be adapted to 
provide a practicable solution to the 
taxation of amounts received under de- 
ferred compensation contracts. The 
problem here has been that, even in 
those cases where the amounts deferred 
are clearly compensation in the years of 
employment rather than after retire- 
ment, the taxpayer does not have sufh- 
cient funds to discharge his tax liability. 
Moreover, the deferred compensation 
may be taxed at inordinately high mar- 
ginal rates if it is taxed in full when the 
taxpayer receives a nonforfeitable right 
to the compensation. The problem of 
payment and computation of tax can be 
solved under the proposed plan as fol- 
lows: (a) include the deferred com- 
pensation in Section 107 Income or Loss 
in the year during which the taxpayer’s 
right becomes nonforfeitable; (b) com- 
pute the tax as described above; (c) 
give the taxpayer the option to pay the 
tax in full in that year or to pay it in 
installments ratably over the period 
during which the deferred compensa- 
tion is actually received. 
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§. The plan might even be expanded 
to include a provision for the carry- 
back of unused exemptions. Thus, the 
unused exemption in any year could be 
included as a negative item in Section 
107 Income or Loss. This would auto- 
matically permit proration of the un- 
used exemption over a five-year period. 
It is not recommended, however, that 
provision be made for the incorporation 
of unused exemptions in the plan be- 
cause it would involve too many tax- 
payers and would probably be too diff- 
cult to administer. 

6. Finally, the plan could also pre- 
vent the “ wastage” of surtax exemp- 
tions by corporations with incomes 
which fluctuate above and below the 
surtax exemption level. This can be ac- 
complished by defining corporate Sec- 
tion 107 Income or Loss to include 
losses for normal tax purposes, and 
wasted surtax exemptions plus losses for 
surtax purposes. By eliminating wast- 
age of surtax exemptions, the plan 
would, in effect, convert the present in- 
complete averaging system for corpora- 
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tions to a general averaging system. 
This revision would be particularly 
helpful to small corporations, and it 
should be considered seriously irrespec- 
tive of a decision to adopt or reject 
averaging for individuals. 

Any averaging system will necessarily 
create difficult problems of compliance 
and administration, and this plan is no 
exception. However, it seems clear that 
something will need to be done to al- 
leviate at least some of the inequities re- 
sulting from the use of a one-year ac- 
counting period for tax purposes. For 
this reason, it would be desirable to do 
something about averaging as soon as 
possible. But it is necessary to proceed 
cautiously. One of the virtues of the 
plan is that it can begin on a modest 
scale and then be broadened as experi- 
ence is gained with its administration, 
without requiring sweeping changes in 


the Code. 


In addition, it might also 
put a stop to, or perhaps even reverse, 
the trend toward extending capital 
gains treatment to ordinary incomes 
which are lumpy in character. 





TAX PROBLEMS OF EXPORT ECONOMIES— 
TAXATION OF COFFEE IN EL SALVADOR 


JOSEPH N. FROOMKIN AND HERRICK K. LIDSTONE * 


. 


8 iar economic stability of a number 
of countries throughout the world 
depends on the market and price for 
export products: Saudi Arabia—oil; 
Chile—copper; Bolivia—tin; Burma— 
rice; Ceylon—tea; El Salvador—coffee. 
The recent history of war, inflation and 
wide fluctuations in the world prices of 
the “ export ” products has aroused con- 
siderable interest in the fiscal policies of 
export oriented countries.’ One of the 
pressing problems of these countries has 
been to combat inflation caused by the 
tendency of the general domestic price 
level to reflect fluctuations in the world 
price for the exported products. In 
many instances the domestic market, 
particularly in the case of widely con- 
sumed staples like rice, tea and coffee, 
can be insulated from world price 
fluctuations through the use of govern- 
ment-owned marketing boards which, 
purchasing the products at fixed prices, 
realize profits or losses depending on the 
phase of the price cycle. But in many 
countries where private ownership is 
strong, marketing boards would prob- 
able not be an acceptable fiscal tool, at 


Economist and Assistant Di- 
(respectively) of the Harvard Law School, 
International Program in Taxation. 


1 See H. S. Bloch, “ The Relation of Tax Policy 
to Economic Growth,” The Limits of Taxable Capac- 
ity, Tax Institute Symposium (Princeton: The Tax 
Institute, 1953); United Nations Economic Commis- 
sion for Asia and the Far East, A Survey of the 
ECAFE Region, 1953 (New York: United Nations, 
1953); H. C. Wallich and J. H. Adler, Public Fi- 
nance in El Salvador (Cambridge, Mass.: Harvard 
University Press, 1951). 


* The authors are 
rector 


least during a period of high world 
prices. Consequently, policy makers in 
those countries are forced to turn to the 
selection .of taxes to achieve the desired 
objectives. 

It is, of course, dangerous to consider 
tax policies except within a specific 
economic framework; in some instances, 
it is also dangerous to generalize on the 
basis of one case study. However, a 
number of countries face the problem 
of adjusting to the present high world 
prices for their exported agricultural 
products. The problem facing the gov- 
ernment of the Republic of El Salvador 
is particularly acute because of its de- 
pendence on the world price for coffee 
set primarily in the New York coffee 
market, Consequently, an examination 
of some of the fiscal policy problems of 
El Salvador may illustrate some of the 
difficulties which are encountered when 
an export oriented country attempts to 
integrate a specific policy objective with 
an existing tax system. 


THE SETTING OF THE PROBLEM 


Although El Salvador produces only a 
small fraction of the world’s coffee re- 
quirements,” the importance of coffee 
to the economy of EI Salvador is 


2El Salvador has been the world’s third largest 
producer of coffee, but its share in the world coffee 
market has been only 3.5 per cent to 4 per cent of 
the world exports and about § per cent of the 
American imports. Its average annual production of 
about 1,500,000 quintals (of which 1,400,000 are ex- 
ported) may be compared to the 18,000,000 and 
5,000,000 quintals exported by Brazil and Colombia 
respectively. (A quintal of coffee is 46 kilograms.) 
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evident; coffee accounts for approxi- 
mately 80 per cent of El Salvador’s ex- 
ports and about 25 per cent of the gross 
national product.’ As an exporter of 
but a small portion of the world’s coffee 
requirements, the supply of Salvadorean 
coffee has little or no effect on the 
world price.* 

On the other hand, since El Salvador 
exports more than ninety per cent of its 
coffee, the world coffee price determines 
the domestic price in El Salvador. This 
factor, coupled with the growing de- 
mand for coffee in the United States and 
Western Europe and with the reduced 
Brazilian coffee exportation during the 
past year, has caused an exaggerated in- 
crease in coffee prices and in greatly in- 
creased profits to El Salvador’s coffee 
producers. The recent increases in both 
prices and profits have reacted drasti- 
cally on El Salvador’s economy and have 
contributed to the country’s inflation. 

El Salvador’s domestic price for coffee 
(and this in turn sets the income pattern 
for coffee producers) is 20 to 25 per 
cent below the world price because El 
Salvador’s export tax depresses the 
domestic coffee price by the full amount 
of the tax.° However, the recent in- 


3In 1946 coffee accounted for 12.2 per cent of 
the gross national product (Wallich and Adler, op. 
cit., p. 25). Since that time the New York price for 
coffee has increased from about $30 per quintal to 
the present price of about $90 per quintal. 


4 Since the better coffee in the United States is ob- 
tained by blending the milder Salvadorean coffee with 
Brazilian and Colombian coffees, El Salvador’s coffee 
brings a slightly higher price on the New York 
market than Brazilian and Colombian coffees. 


5 The price received by the coffee producer is the 
world price less both the export tax and the ex- 
porter’s charge. This latter charge does not normally 
exceed 2 per cent of the domestic price. The export 
tax, which was enacted in its present form in 1950, 
is a proportional tax ranging from 10 per cent 
(based on New York spot coffee prices of $30.00 per 
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creases in the New York coffee price 
from $55 to $90 per quintal, together 
with more or less constant costs of 
production during the same period, have 
given El Salvador’s coffee producers a 
windfall gain, of which the export tax 
has tapped only a small part.° Thus, 
the coffee producers’ monetary share of 
the national income has increased at a 
much faster rate than that of the other 
sectors of El Salvador’s economy." 


quintal or less) to 30 per cent on New York prices 


in excess of $40.00 per quintal. (‘Ley de Impuesto 
Sobre Exportacion de Cafe,” Decreto No. 836, pub- 
lished in El Diario Oficial No. 200, Tomo No. 149, 
del 13 de Septiembre de 1950.) The law was effec- 
tive from November 1, 1950. 


6 Although the price of coffee has increased by 
about 65 per cent since the 1950-1951 season (from 
an average price of 137.5 colones per quintal in 1950- 
1951 to 225 colones in 1953-1954), the effective rate 
of the coffee tax has increased only 25 per cent, ie., 
from 17.71 per cent to 22.50 per cent of the New 
York spot coffee prices. Statistics of the Associan 
Cafetalera de El Salvador, issued annually. 

The value of the colon has remained at 2.5 colones 
to the dollar. 


7 During the period, 1950-1954, while New York 
coffee prices increased from $55 to $90 per quintal, 
costs of production appear to have increased from 
$20 to $25.50 per quintal. During the same period 
the coffee tax increased from $9.75 to $20.25 per 
quintal and the coffee producers’ profits from about 
$24.00 to about $42.00 per quintal. These estimates 
have been prepared on the basis of average prices and 
average costs of production. No attempt has been 
made to distinguish among the various classes of pro- 
ducers. 

During the period, 1940-1955, the domestic price 
for coffee determined the income of coffee producers. 
The following price indices are relevant to an analysis 
of the economic conditions of El Salvador: 


1946 1948 1951 1953 
General Wholesale 
Prices 3 100 144 
Coffee Prices 
(Domestic) 100 ‘188 
Coffee Prices 


(World) 200 350 500 


United States In- 
dex of Industrial 
Commodities 
(1947-1949 = 100) 


155 (Dec.) 
200 ( Est.) 


103.4 115.9 114 





266 


The inflationary problems caused by 
the increasing coffee income are ac- 
centuated by a special feature of El 
Salvador’s tax system. The incomes of 
coffee producers and exporters are 
exempt from El Salvador’s mildly 
progressive income tax. Instead, the 
only tax on income from coffee is the 
coffee export tax. The export tax was 
conceived and the coffee producers and 
exporters now think of it as a tax on 
gross coffee income in lieu of the in- 
come tax “ because of the difficulties of 
applying the income tax universally and 
efficiently.” * This approach to tax- 
ation causes two serious inequities 
among coffee producers: first, both 
large and small coffee producers pay 
the same proportionate tax on their 
gross receipts from coffee production; 
and second, both high and low cost 
producers pay the same amount of tax 
per quintal of coffee regardless of their 
net profit margin. 

The first of these two inequities is ex- 
tremely serious in El Salvador because of 
the concentration of coffee incomes. 
The 1940 census reports that about 
17,000 fincas (plantations) were owned 
by 11,800 individuals, but that less than 
10 per cent of the owners produced 
more than 80 per cent of the coffee. 
During the period, 1940-1948, the num- 
ber of fincas declined, and although no 
recent figures with respect to ownership 
are available, there is no indication that 


the concentration of ownership has 
decreased.” 


See Preamble to Decreto No. 836, Paragraph I. 
(Authors’ translation). 


® Ministerio de 


Estudias Economicas, and Associan Cafetalera de El 


Agricultura, Departamento de 
Salvador quoted in United Nations Economic Com- 
mission for Latin America, recent developments in 
the Economy of El Salvador, E/CN12/217/Add. 6, 
20 April 1951, p. 18. 
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The discrimination in favor of low 
cost producers in El Salvador’s system 
of taxing coffee income is somewhat 
more difficult to demonstrate because 
the estimation of costs of coffee pro- 
duction is a vexing problem. Although 
an authority on the subject of agricul- 
tural costs considers that the available 
data on the expense of producing coffee 
are “suspect,” data supplied by the 
Compania Salvadorena de Cafe have 
been utilized and adjusted here for 
changes in wholesale prices."’ If the 
cost estimates in Table 1 are accepted as 
reasonable,’ it is clear that both the 
real income of coffee planters and their 
share in El Salvador’s national income 
have increased considerably and are 
likely to increase still more with the 
marketing of the 1954 coffee crop. It 
therefore follows that the average net 
income of the large coffee producers 
(from coffee alone) would be about 
100,000 colones per person; on the 
other hand, very few of the small coffee 
plantation owners, would have net in- 
comes from all sources in excess of 
4,000 colones per year.’* 


10V. D. Wickizer, Coffee, Tea, and Cocoa (Palo 
Alto: Stanford University Press, 1951) p. 461. 


11 See Table 1 for the original data and the ad- 
justments which have been made. 


12.On the basis of the available information the 
authors believe that the adjustments may be over- 
stated and that the costs of production are probably 
somewhat less than has been estimated in Table 1. 


13 The estimates of the coffee incomes of both the 
large and the small producers is based on a domestic 
price of coffee of 165 colones per quintal. It is also 
assumed that 1940 census figures on the distribution 
of fincas and coffee production continue to be valid, 
i.c., 80 per cent of the coffee is produced by 1200 
planters and the remaining 20 per cent by 9000 
planters. Gross receipts from 1,500,000 quintals of 
coffee would be about 248,000,000 colones; the cost 
of production would be only 52,000,000 colones. In 
order to be conservative it is assumed here that the 
coffee profits would be distributed in proportion to 

(see next page) 
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Another inequity in El Salvador’s 
present system of taxing coffee incomes 
is the failure to impose any income tax 
on coffee exporters. The annual statis- 
tics of the Associan Cafetalera de El 
Salvador show that about 90 per cent of 
the coffee is exported by 10 exporters 
and that about 30 exporters handle 
more than 99 per cent of all exports. 
Assuming that the exporters have an 
average charge of 2 per cent of the 


TABLE 1 
AVERAGE Price or Corree, AVERAGE AMOUNT OF 
Corres Export Tax, AND AverAGe Costs oF 
Propuction, 1948-1950; 1953-1954 
(In United States dollars per quintal) 


Coffee 
Export 
Tax * 


Average 
Coffee 


Price * 


Costs of 
Production t 


Year 


1947-1948 
1948-1949 
1949-1950 
1952-1953 
1953-1954 


$28.00 
31.50 
48.00 
54.00 t 
90.00 t 


$ 2.80 ** 

2.80 ** 

4.16 ** 
9.45 
20.25 


$12.00 
15.06 
20.00 
21.50 
25.50 


*From Associan Cafetalera de El Salvador 
annual statistics. 

** Prior to 1947 El Salvador’s coffee export 
tax was similar to the present law except that 


the highest proportional rate was $2.76 per 
quintal on the basis of New York spot price 
of $15.75-$15.99 per quintal. As indicated in 
the Table the 1948 New York quotation was 
substantially more than the highest price pro- 
vided in the tax table, so the law was amended 
to provide a base tax of 7 colones per quintal. 
In 1950 the present proportional law was passed 
and again the New York coffee price has far 
exceeded the highest price set for the maxi- 
mum proportional rate of 30 per cent. 

+The 1948 and 1949 costs are estimates of 
the Associan Cafetalera de El Salvador on the 
basis of El Salvador’s wholesale price level. 
The 1950, 1953 and 1954 estimates were pre- 
pared by adjusting the 1948 and 1949 estimates 
to the increase in the wholesale price level 
using the 1948 price as 100. 

t Estimated by tke authors on the basis of 
information received from the New York ceffee 
market. 


the amount of production, although it is quite prob- 
able that the profits of the smaller producers (as a 
percentage of gross sales) are considerably less than 
those of the larger producers because of higher costs 
of production. 
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domestic market price, almost 5,000,000 
colones ($2,000,000) escape direct tax- 
ation. 

The reaction of El Salvador’s internal 
prices to the world price of coffee has 
been very clear since December, 1953, 
when coffee prices began their spectacu- 
lar rise. The increase in El Salvador’s 
cost of living was undoubtedly aug- 
mented by increases in the costs of im- 
ported goods into El Salvador, but be- 
tween 1948 and 1953 El Salvador’s 
imports (most of which came from the 
United States and consisted of com- 
modities other than farm products) ac- 
counted for only a small part of the in- 
crease in El Salvador’s internal price 
levels.'* During this period, while the 
general price level increased by about 50 
per cent, coffee prices doubled. Thus, 
much of the responsibility for the in- 
crease in the general price level is 
directly attributable to a failure to re- 
duce the spendable income of coffee 
producers and exporters, either by sub- 
jecting their income to the income tax 
or by some other means. 


INCIDENCE OF THE EXPORT TAX 


Although it is apparent that El Salva- 
dor’s present system of taxing the in- 
comes of different coffee producers is 
inequitable, there is even less equity be- 
tween coffee producers and the income 
taxpayers. This becomes apparent from 
an examination of the incidence of the 
export tax and the structure of the tax 
system. 

In view of El Salvador’s small share 
of the world coffee market and the de- 
termination of all coffee prices by the 


14 See Fn. 7 for a comparison of the increase of 
El Salvador’s general wholesale price and coffee prices 
with the 


modities. 


United States index of industrial com- 
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world market, it is apparent that the 
coffee tax can not be shifted to foreign 
consumers unless both Brazil and 
Colombia have export or other taxes 
which in effect push up the world price 
for coffee. It also seems clear that, be- 
cause of their traditionally small 
“ brokerage charge,” the exporters do 
not bear the export tax. There are, 
therefore, three alternatives (with vari- 
ations) as to the real incidence of the 
export tax: 

1. The export tax may be borne by 
the coffee producers. This is probably 
the short-run effect of an increase in 
the coffee tax rate during a period of 
rising prices. 

2. The coffee export tax may be 
shifted to the plantation workers. Un- 
less there is widespread unemployment 
in El Salvador, the methods by which 
plantation labor is recruited make it un- 
likely that the tax is shifted to the 
workers in the short run. For example, 
the basic coffee labor force live on the 
fincas and are paid partly in money and 
partly in kind. The necessary casual 
workers, however, will not come to the 
coffee area during the harvesting season 
unless the wages paid by coffee produ- 
cers are better than those offered for 
harvesting other crops. On the other 
hand, the tax is more likely to be shifted 
to the workers over a period of many 
years of low coffee prices and restricted 
production. These two factors would 
result in a reduced demand for planta- 
‘tion labor, and this group would prob- 
ably bear (through reduced wages) 
more than their share of the reduction 
in world price. This possibility is un- 
likely, however, in the near future be- 
cause all forseeable increases in the 
production of El Salvador’s coffee would 
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be absorbed eagerly both by foreign 
roasters and domestic consumers. 

3. If there should be a reduction 
both in the world coffee demand and in 
Salvadorean production, it is more likely 
that the effect of the coffee export tax 
would be felt by all of El Salvador’s 
wage earners. The importance of coffee 
to the country’s economy is such that 
any serious limitation upon the employ- 
ment of coffee laborers would tend to 
depress wages throughout the country.”® 

In spite of the fact that the recent 
increases (since 1950) in the coffee ex- 
port tax have undoubtedly been borne 
by producers, the larger coffee produ- 
cers have fared very well. Coffee prices 
have increased substantially more than 
has the combination of labor costs and 
the coffee tax,'® and the results have 
shown that the proportional export tax 
is ineffective in offsetting windfall gains 
of large coffee producers. On the other 
hand, the tax has restricted the net 
profit of both the small producer and 
the marginal producer who planned to 
extend his finca to less fertile lands." 


THE PRESENT TAX SYSTEM OF 
EL SALVADOR 


El Salvador’s tax system relies on a 
variety of direct and indirect taxes. 
Its direct taxes consist of: 


1. An income tax with a personal ex- 
emption of 6000 colones, and 
mildly progressive rates from 3 to 


15 Wallich, and Adler, op. cit., pp. 124-126, 332. 


16Jn fact, the available data indicate that labor 
prices have remained constant in terms of real pur- 
chasing power while coffee profits have more than 
doubled. 


17 If for any reason the government wishes to dis- 
courage the extension of coffee cultivation, dis- 
couragement of marginal production need not be 
condemned. 
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44 per cent on incomes over 
150,000 colones ($60,000) .'* 

A corporation income tax with a 
maximum rate of 5 per cent on 
corporate incomes in excess of 
§000 colones.’® 

Gift and estate taxes. 

Certain validad taxes at extremely 
low rates graduated according to 
the income or the volume of 
business of liberal professions, 
small wage earners, artisans and 
small businesses. 

. Taxes on property and transfers of 
property with low rates. For ex- 
ample, there is a 1 per cent tax on 
property with a value in excess of 
10,000 colones. 


The direct taxes in total account for 
10 to 11 per cent of the government’s 
tax revenues. 


Export taxes, of which the coffee ex- 
port tax is by far the most important, 
have yielded 25 to 35 per cent of total 


revenues.”” Even without a change in 


rates, this revenue source is likely to ac- 
count for about 35 per cent of the gov- 
ernment’s tax revenues during 1954. 
El Salvador’s specific tariff has a pre- 
dominantly revenue character (except 
for tariffs on precious metals and United 
States automobiles). The tariff has 
been periodically revised in line with 
price increases, but there are indications 
that the rates have not kept pace with 


18 As indicated previously, the incomes of coffee 
producers and exporters are exempt from the income 
tax. 


19 In the case of some “ important industries ” the 
government of El Salvador has reduced the corporate 
tax to 24% per cent. 


20 Other export taxes are on gold, silver, and re- 
exported bags. 
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price increases." The tariff also con- 
tributes about 35 per cent of the total 
tax revenues. 

A variety of business and license 
taxes, including a stamp tax and business 
and motor vehicle license taxes, con- 
tribute about 4 per cent of the annual 
tax revenues. 

Consumption taxes on tobacco, bever- 
ages, and a variety of other items such 
as sugar, cotton, matches, denatured 
alcohol, and boat and airplane fares 
usually contribute about 15 per cent of 
the annual tax revenues. 

In their analysis of the tax burden 
Messrs. Wallich and Adler concluded 
that El Salvador’s tax system is 
“slightly regressive.” ** Furthermore, 
as they pointed out, the tax system 
grossly violates the widely accepted 
standard that persons with similar in- 
comes in similar circumstances should 
pay the same amount of tax. For ex- 
ample, “‘ the total tax liability of coffee 
producers, in all income brackets below 
25,000 colones and in the 100,000 [and 
above] bracket, is considerably out of 
line with the [tax liabilities] for in- 
comes derived from other sources. This 
phenomenon is due . . . to the fact that 
the coffee export tax is a proportional 
tax, and this proportionality makes the 
percentage burden of the small-scale 
producer . .. more than twice the liabil- 
ity of other persons or families with the 
same level of income. On the other 
hand, the tax liability of the large coffee 
producers . . . is approximately one- 


1 This conclusion has been reached by corverting 
the table of specific rates into ad valorem rates based 
upon the material in Wallich and Adler, op. cit., Pp. 
304. 


22 [bid., p. 131. 
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third smaller than that on income de- 
rived from other sources.” ** 

The 1951 changes in the income tax 
law (which in some cases doubled the 
income tax rates), the almost unbeliev- 
able rise in coffee prices since 1950, and 
the very high profits of large coffee pro- 
ducers and exporters have accentuated 
these disparities. The small coffee 
planter is now much more burdened 
by taxes than his cousin who is engaged 
in another occupation; the large planter, 
on the other hand, pays far less of his 
net in taxes than even the 
wealthiest merchant. 

The inequities in favor of large coffee 
producers and exporters, on the one 
side, and against small or high cost 
coffee producers, on the other, should 
be remedied while the political impact 
of a change in the tax structure can be 
tempered by continuing windfall gains 
to coffee producers. The present high 
world price for coffee offers a suitable 
opportunity to amend the present tax 
system, at least in so far as it relates to 
large coffee producers and coffee ex- 
porters. 

If El Salvador desired only to combat 
further inflationary pressures arising 
from increased coffee incomes, it might 
consider imposing a higher export tax 
to appropriate the windfall gains of 
coffee producers and exporters. How- 
ever, an export tax high enough to re- 
duce the profits of large coffee produ- 
cers to the profitable 1950 level would 
place an almost insurmountable burden 
on small and high cost producers. A 
smaller increase, on the other hand, 
would not sufficiently reduce the recent 
windfall gains of large coffee producers 
and exporters to offset the current in- 


income 


23 [bid., p. 134. 
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flationary pressures, and a combination 
of an export-income tax which would 
equalize the burden between the differ- 
ent classes of coffee producers would 
impose a heavy burden on El Salvador’s 
inadequate administrative machinery. 
In any case, neither possibility would 
really be acceptable to the government 
of El Salvador in view of its contem- 
plated program for economic develop- 
ment. Since the success of this program 
depends upon building up both a group 
of technicians and entrepreneurs to im- 
plement the development program and 
a middle class to provide a domestic 
market for the products of economic 
development, the need for financing 
the development program should be 
balanced by the need for equalizing the 
burden of El Salvador’s tax system. 

The remaining part of this paper will 
be devoted almost entirely to the prob- 
lem of reducing the inequities between 
the various income groups by subjecting 
the incomes of coffee producers and ex- 
porters to the present income tax. In 
particular, consideration will be given 
to the possibility of extending El 
Salvador’s income tax to coffee incomes, 
both with and without an allowance for 
the export tax. The latter probably 
must be retained if the revenue require- 
ments of the government are to be 
met.”* 


24 Although there is a very high concentration of 
incomes in El Salvador (8 per cent of the population 
receives about 50 per cent of the gross national 
product and 10 per cent of the coffee producers re- 
ceive more than 80 per cent of the income from 
coffee), it is clear that, because of the high yield of 
the coffee tax and the relatively low rates of income 
tax, the government would lose considerable tax rev- 
enues if the coffee tax were repealed and coffee in- 
comes were subjected to the income tax. In fact, on 
the basis of the prevailing high coffee prices, the 
maximum yield of the present income tax from cof- 
fee incomes would be less than half that of the coffee 
tax. 





No. 3] 


EXPANSION OF THE INCOME TAX BASE 


There are very few economic prob- 
lems inherent in extending the present 
income tax base to include both coffee 
producers and exporters; there are, 
however, three straight-forward legal 
and drafting problems which should be 
faced if coffee income is added to the 
present Salvadorean definition of tax- 
able income. Two of these problems 
involve possibilities for tax avoidance— 
splitting incomes among various mem- 
bers of the family and use of the cor- 
porate form for coffee production; the 
third problem will arise if El Salvador 
attempts to reduce the burden on coffee 
producers because of the double tax- 
ation of coffee incomes through the ex- 
port tax and the income tax. 

The present corporate income tax 
with its maximum rate of §5 per cent 


will offer coffee producers a convenient 
way to avoid the burden of the income 
tax. In view of the possibilities for tax 
avoidance, or at least tax deferment, it 
is surprising that individual taxpayers 
have not utilized the corporate form for 


conducting businesses more fully. Be- 
cause of the opportunity to reduce the 
maximum rate on coffee incomes from 
the 44 per cent individual rate to the § 
per cent corporate rate, the corporation 
income tax law should be revised when 
coffee income is first subjected to the 
income tax.”” 

If it is not practical to amend the 
corporation income tax law, tax avoid- 
ance through the use of the corporate 
form can be effectively reduced and, at 
the same time, tax avoidance through 


25 The tax avoidance possibilities are increased by 
the fact that El Salvador has no tax on capital gains. 
Furthermore, the definition of a capital asset is very 


broad. 
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income splitting with members of the 
family can be eliminated, by amending 
the individual income tax law to pro- 
vide that the coffee incomes of all mem- 
bers of a family will be taxed at in- 
dividual rates as if the incomes were 
earned by one person. Although a pro- 
vision of this kind is necessary to reduce 
tax avoidance through income splitting, 
the suggested alternative to revision of 
the corporation tax law is not to be 
recommended except as a temporary 
measure pending the drafting of a com- 
prehensive corporation tax law. 

The third problem in subjecting 
coffee incomes to the income tax has a 
historical background. El Salvador’s 
coffee producers have been led to be- 
lieve that the coffee tax was imposed on 
them in lieu of the income tax. They 
will therefore undoubtedly bring con- 
siderable pressure on the government not 
to subject them to this form of double 
taxation. The fallacious quality of 
their arguments will not deter them. 
Consequently, some compromise will 
undoubtedly be necessary. 

In a previous section of this paper it 
was pointed out that El Salvador’s 
present tax system is “slightly regres- 
sive” and that there were substantial 
inequities among coffee producers. If 
more progressivity is desired, it is ap- 
parent that El Salvador should include 
all coffee income within the present in- 
come tax structure without any form 
of credit or other recognition of the 
coffee export tax. Some recognition of 
the export tax will probably become « 
political necessity. In this event El 
Salvador should not adopt a system of 
income credits whereby taxable income 
is computed by deducting the credit 
from gross income. This form of credit 
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(like the usual form of personal ex- 
emption) greatly favors the higher 
bracket taxpayers over the lower. 

To avoid additional discrimination in 
favor of large coffee producers and to 
simplify the administration of the tax, 
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portant than a higher credit percentage, 
a credit based on gross income should be 
considered. 

The only purpose of the suggested 
credit is to give the coffee producers an 
additional deduction as an inducement 


TABLE 2 
ILLUSTRATIONS OF Succestep Crepit 


Producer 8 


Gross coffee receipts after export tax 
and exporters’ charges 

Less: costs of production 

Net coffee income 


16,500 
6,300 


Other income 
oe EP 10,200 
6,000 


4,200 


Less: personal exemption 
Taxable income 
Tax before credit 


Less credit of 10% of taxable income 
limited to tax on coffee income alone 


NN ios iis 16 Ka Snbdceee poe dewbi aes 


10,200 


Seatnn er M* 


(In eiiusin ) 


Producer L 


41,250 
15,750 
25,500 
_ 5,000 
30,500 
_ 6,000 
24,500 


180 2,615 


180 
none 


1870 
: a. 


9,600 
10,400 


*In the snimaaie it sould be noted that under El Salvados's present income tax law, Pee 


ducer M would pay no income tax; 


his coffee income is exempt from income taxation, and his 


personal exemption of 6,000 colones would entirely offset his other income. 


El Salvador should adopt a system of 
proportional credits against the income 
tax itself, i.e., the coffee credit should be 
a percentage of coffee income and the 
credit should be applied directly against 
the tax which is otherwise due. While 
this kind of credit can be computed on 
the basis of either net or gross income, 
it may be preferable psychologically to 
base the credit on net coffee income 
(either before or after deducting the 
personal exemption) rather than gross 
coffee income. ‘The psychological ad- 
vantage of a higher credit against net 
income should be weighed against the 
need to equalize the burden between 
high and low cost producers. If this 
latter need is to be considered more im- 


to minimize their objections to the in- 
come tax. The credit should therefore 
not exceed the lesser of (a) the tax 
liability of the coffee producer if coffee 
were his only source of income and (b) 
the net tax liability before the credit. 
The addition of this limitation on the 
amount of the credit will increase the 
progressivity of the tax system if coffee 
producers have income sources other 
than coffee. It will also avoid the 
necessity for granting refunds where the 
taxpayer has business operating losses 
which, when deducted from his coffee 
income, result in a lower tax liability 
than the amount of credit otherwise 
due. 

Table 2 illustrates the working of the 





No. 3] 


suggested credit device for three pro- 
ducers: $, a small producer who sells 
100 quintals of coffee; M, a medium 
size coffee producer who markets 250 
quintals and has outside income of 5,000 
colones per year; and L, a large pro- 
ducer whose fincas yield a total of 1000 
quintals. 


CONCLUSION 


The example of the problems of El 
Salvador indicates that if a government 
wishes to offset windfall gains to pro- 
ducers of export products which arise 
because of increased world prices, the 
government must take drastic, unpopu- 
lar steps. The case example also demon- 
strates: 

A. The inflexibility of even a pro- 
gressive rate export tax in coping 
with changes in «orld prices. 
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B. The difficulty of coping with large 
changes in the income stream 
with a tax system with mildly 
progressive income taxes. 


The need to integrate the export and 
income taxes is particularly important 
if countries like El Salvador are to 
achieve any measure of internal stability 
from world economic conditions. In 
the opinion of the authors the only al- 
ternative to continued inflation in El 
Salvador is the extension of the income 
tax to coffee producers and exporters. 
If this were done, El Salvador would re- 
duce one of its most serious sources of 
inflationary pressures and, in addition, 
would tap a new source of revenue to 
finance its plans for economic develop- 
ment. 





RATIONALE OF THE MEDICAL EXPENSE 
DEDUCTION 


JAMES E. JENSEN * 


INTRODUCTION 


N his budget message this year, 

President Eisenhower criticized the 
adequacy of tax allowances for unusual 
personal medical expenses. Only those 
medical expenses in excess of 5 per cent 
of adjusted gross income are now de- 
ductible, and a ceiling provision limits 
the total allowance to $1,250 for 
single persons and a maximum of 
$5,000 for joint returns. These limits, 
especially the § per cent lower limit, 
prevent the deduction of most medical 
expenses. The President recommended, 
therefore, that the § per cent lower 
limit be reduced to 3 per cent and that 
the ceiling provisions be doubled. This 
proposal was incorporated in the 
revenue bill which was passed by the 
House of Representatives and was ap- 
proved by the Senate Finance Com- 
mittee. At the present writing it seems 
destined to become law. 

The purpose of this paper is to 
evaluate not only the Administration’s 
proposal but also alternative types of 
medical deduction plans. Briefly, these 
plans can be classified into four major 
types: the full medical deduction, the 
federal-type of medical deduction, the 
credit, and a group of miscellaneous de- 


* The author is Assistant Professor in the Depart- 
ment of Economics at Drake University. He wishes 
to acknowledge the helpful suggestions and criticisms 
Harold M. Groves and W. Donald 


Knight of the University of Wisconsin. 


of Professors 


duction plans which have fixed-dollar 
lower and upper limits. All these types 
of deduction, except the credit, are in- 
corporated in the income tax laws of 
different states. Under the full deduc- 
tion plan (e.g., the Minnesota medical 
deduction), all medical expenses are 
deducted from income, whereas the 
federal-type of medical deduction has a 
lower limit proportional to income. 
The lower limit in the miscellaneous 
plans is a fixed dollar amount (e.g., $75 
in Wisconsin). Differing from all 
other plans, the credit plan provides for 
the deduction of medical expenses from 
the tax instead of income. 

The effects of each medical deduction 
plan depend upon the distribution of 
income and medical expenses and, with 
the exception of the credit plan, the 
structure of tax rates. Consequently, 
these plans can only be evaluated 
realistically with reference to an actual 
sample of taxpayers. 

The primary data for this study were 
obtained from medical expenses item- 
ized on Wisconsin income tax returns. 
The sample, 30,153 income tax returns 
for the year 1949,’ comprises all returns 
containing itemized medical expenses 
found in a larger sample, 100,000 re- 
turns, originally used in a comprehen- 
sive study of the Wisconsin tax system. 


! For other data from this sample, the reader is 
referred to James E. Jensen, “ Medical Expenditures 
and Medical Deduction Plans,” Journal of Political 
Economy, LX (December, 1952), pp. 503-524. 
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This larger sample includes one of every 
twenty Wisconsin returns having less 
than $5,000 net income, one of every 
two returns having more than $5,000 
but less than $10,000 net income, and 
every return in excess of $10,000 net 
income. The Wisconsin data are par- 
ticularly useful for national and state 
estimates because Wisconsin is itself 
representative of the nation in medical 
expenses and income distribution. Wis- 
consin was, for example, the median 
state among all states and the District 
of Columbia in size of per capita ex- 
penditures for physicians’ services in 
1949." In the same year per capita 
income for Wisconsin was $1,431, al- 
most identical with the per capita figure 
($1,436) for the country as a whole.* 


TYPES OF 
The Full Deduction 


One possible objective of a medical 


MEDICAL DEDUCTIONS 


deduction is to refine the personal in- 
come tax base to a quantity which cor- 
responds as closely as possible with in- 


dividuals’ ability to pay. If this 
objective is accepted, it follows that 
personal differences, such as medical ex- 
penses, which affect ability to pay 
should give rise to deductions, irrespec- 
tive of the size of gross income. Of. the 
several plans available, the full de- 
duction plan best satisfies the differ- 
Without undue 
violence to this objective, however, the 


full deduction can be modified by add- 


“William Weinfeld, “Income of Physicians, 
1929-1949,” Survey of Current Business (Washing- 
ton, D. C.: Department of Commerce, July, 1951), 
p- 17. 


entiation objective. 


3R. E. Graham, Jr., “State Income Payments in 
1950,” Survey of Current Business 
BD. Cs 
p. 18. 


(Washington, 


Department of Commerce, August, 1951), 
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ing a lower limit, say $50, to 
eliminate administrative expense and 
petty evasion. 


TABLE 1 
Averace Mepica, Depuction AND AvEeRAGE TAX 
SAvING UNpeR Futt Depuction PLAN WITH 
$50 Lower Limit, sy Ner INcome 
CLASSEs * 


Federal Tax 
Saving asa 
Per Cent 
of Net 
Income 


Average 
Federal 
Tax 
Saving f 


Average 

Medical 

Deduc- 
tion 


Net Income 
Class 


2,000-$ 2,499 
4,000— 


$244 $ 54 

4499 250 62 1.45 
6,000— 6999 295 86 1.33 
8,000- 8999 316 107 1.27 
10,000- 10,999 369 140 1.3 
12,000—- 12,999 364 153 & « 
14,000- 14,999 396 190 

25,000—- 34,999 551 375 

55,000—- 64,999 826 661 

75,000—- 84,999 721 634 

200,000 and 
above 900 828 0.2: 


240% 


* Based on sample of Wisconsin income tax 
returns. 

+ In computing federal tax savings the aver- 
age surtax net income for each income class 
was derived from the average Wisconsin net 
income. Federal marginal tax rates for 1953 
were then matched with average surtax net 
income, 

An alternative objective of medical 
deduction plans is simply that of sub- 
sidizing personal medical expenses. Un- 
der the full deduction plan, however, 
the subsidy effect varies directly with 
the taxpayers’ net income since mar- 
ginal tax rates are progressive and 
medical expenses tend to increase with 
income. Table 1, based on the Wis- 
consin sample, shows, for example, that 
the average federal tax saving attribu- 
table to che deduction of all medical 
expenses above a nominal $50 lower 
limit would be $828 for the highest 
income class listed, $54 for the lowest, 
and nothing for individuals below the 
taxable income level. The tax saving 
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as a proportion of deductible medical 
expense increases with income, and con- 
sequently the full medical deduction 
cannot be justified as a subsidy per se. 
The full deduction plan finds its justi- 
fication instead in its differentiation of 
the tax base according to the circum- 
stances of individual taxpayers. 


The Credit 


The credit produces the most rational 
subsidy effect. Under this plan pro- 
gressive tax rates have no effect on the 
tax savings of individuals since medical 
expenses are deducted directly from the 
tax instead of from income; if medical 
expenses were equal at all taxable in- 
come levels, the tax subsidy would be 
the same at each level. Since medical 


expenses tend to increase with income, 
however, the tax subsidy produced by 
this plan would be greater for high in- 


come groups than for low (Table 1). 

This differential would be reduced if 
the credit were granted only to people 
with medical expenses which exceeded 
a certain percentage of income. The 
credit would then constitute a subsidy 
for “ extraordinary ” medical expenses, 
the latter being defined in terms of a 
percentage of income. A plan of this 
type was advanced by Professor Harold 
M. Groves before the President’s Com- 
mission on Health Needs of the Nation.* 

In brief, then, the rationale of the 
credit plan appears quite different from 
the rationale of the full deduction plan. 
The subsidy effect of the credit device 
is both rational and powerful; in fact, 
the magnitude of financial assistance 
extended under the credit plan could 


ac 


4 Harold M. Groves, “Economic and Public Fi- 
nance Aspects of the Medical Care Program,” A Re- 
port to the President by the President’s Commission 
on the Health Needs of the Nation, Vol. 4 (Wash- 
ington, D. C., 1953), pp. 142-146. 
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approach that of compulsory health in- 
surance. This would certainly be the 
case if refunds were provided in event 
the credit exceeded the tax liability.® 
On the other hand, the credit does not 
adjust income to reflect personal differ- 
ences or ability to pay, and in this sense 
it does not satisfy the differentiation 
criterion. 


The Federal-Type Deduction ° 


As shown in Table 1, the tax savings 
created by a full deduction plan (modi- 
fied by a $50 lower limit) are a larger 
percentage of income in the lower in- 
come classes than in the higher income 
classes. This relationship is attributable 
to the regressive nature of medical ex- 
penditures and exists despite the coun- 
teracting influence of the progressive 
marginal tax rates. Under the federal- 
type plans, the magnitude of the tax 
subsidy and its distribution among in- 
come groups are influenced by these 
same factors and, in addition, by the 
presence of a lower limit which is pro- 
portional to income. 

As the lower limit of federal-type 
plans is decreased, for example, from 
5 per cent to 3 per cent or 2 per cent, 
a proportionately smaller part of the 
aggregate medical deduction is concen- 
trated in the lower incomes. At the 
same time, the absolute amount of the 
deduction granted lower income groups 
is increased. Thus low income groups 


5A similar refund provision could easily be de- 
vised for the medical deduction against income. 
Any unused portion of a medical deduction could be 
allowed as a carry-over for succeeding years. In 
passing, it may be noted that the plan suggested by 
Professor Groves does contain a provision for re- 


funds. 


6 The federal-type deduction (one which incorpo- 
rates a percentage-of-income lower limit) is used by 
Canada, most of the income tax states, and, of 
course, by the United States government. 
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gain absolutely by a decrease in the 
lower limit, but percentagewise their 
gain is smaller than that of high income 
groups." 

The federal-type lower limit raises 
this question: Is it equitable to design a 
medical deduction plan having a lower 
limit proportional to income? This type 
of deduction is not without theoretical 
defect, accepting the differentiation ob- 
jective as a test. No distinction is made, 
for example, among taxpayers having 
different amounts of medical expenses 
below the lower limit. But, as com- 
pared with the federal-type deduction, 
other plans designed to relieve extra- 
ordinary medical expenses have greater 
theoretical defects. If extraordinary 


medical expenses were defined as those 
above a flat amount, say $200 or $300, 
smaller incomes would be unfairly 
penalized since average family medical 


expense and the proportion of large 
medical expense cases in each income 
class increase with income. The Wis- 
consin sample shows that the proportion 
of taxpayers having medical expenses 
above $500 is twelve times greater in 
net incomes exceeding $10,000 than in 
net incomes below $5,000. 

The federal-type of deduction can be 
justified by the proposition that the 
financial burden of an “ extraordinary ” 
medical expense is inversely related to 
income, although directly related to the 
size of the expense. This argument 
parallels that used to defend the pricing 
of public or private medical care ac- 
cording to ability to pay. That the 
financial burden of medical care is in- 
versely related to income is supported 
by these facts: 


7 The relationship can also be demonstrated sta- 
tistically. See Jensen, op. cit., p. S15. 
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. The regressive character of medical 
expenditures. 

. The concentration of liquid assets 
toward the upper end of the in- 
come scale. 

. The hardship associated with the 
loss of current income among low 
income groups. 

4. The uneven distribution of medi- 

cal insurance. 

The federal-type plan can be severely 
restrictive, however, insofar as extra- 
ordinary medical expenses are concerned 
if the lower limit is set at a compara- 
tively high level, for example, 5 per 
cent.* Table 2 shows this fact clearly.’ 
As compared with the current 5 per 
cent federal-type deduction, 53 per 
cent of those having medical expenses 
over $550 would be better off under a 
plan with a $50 lower limit and a $500 
upper limit deduction." This is sur- 
prising since the federal-type upper 
limits of $1,250 to $5,000 were used in 
this comparison. The key to this result 
is the § per cent lower limit, which has 
a negative effect on differentiation by 


8 The federal lower limit, even when reduced to 3 
per cent, inhibits private health insurance by deny- 
ing deduction of practically all health insurance 
premiums. The federal upper limit supplements pri- 
vate health insurance by allowing deduction of large 
medical expenses not covered by most insurance pol- 
icies. Consequently, the federal deduction simul- 
taneously inhibits and supplements private health in- 
surance. 


9 Table 2 also shows that the federal-type deduc- 
tion favors small incomes. Sixty-two per cent of 
those having medical expense over $550 and incomes 
under $4,000 are better off unaer the federal-type 
plan, whereas only 29 per cent are better off under 
this plan in the next higher income class. 


10 The $50 lower limit, $500 upper limit deduc- 
tion plan was the Wisconsin medical deduction plan 
until, 1953, when the upper limit was raised from 
$500 to $1,500 and the lower limit was raised from 
$50 to $75. Part of this study was used by a legis- 
lative committee that considered the modification. 
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size of expense. As shown in Table 2, 
this perverse effect is counteracted if 
the lower limit is reduced. With a 3 
per cent lower limit, two-thirds of those 
having medical expenses over $550 are 
better off under the federal-type de- 
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—Idaho, Wisconsin, and Oklahoma— 
use deduction plans having upper and 
lower limits which are both fixed in 
terms of dollar amounts. Nevertheless, 
a study of this type of deduction throws 
light on the upper and lower limits of 


TABLE 2 
Comparative Position or Taxpayers Having Mepica, Expenses Over $550 Unper Feperat-tTyPe 
Mepica, Depuctrion PLAN AND PLANS WitH Frxep Uprer Anp 
Lower Limits, py INCOME CLASSES 


Net Income Classes 


All Income ~ 


Classes 


Percentage of taxpayers better off with 
5 per cent lower limit than with $50 
and $500 limits * 


Percentage of taxpayers better off with 
3 per cent lower limit than with $50 
and $500 limits 


Percentage of taxpayers better off with 
3 per cent lower limit than with $50 
and $1,000 limits 
Percentage of taxpayers better off with 
3 per cent lower limit than with $50 
and $2,500 limits 9 


Under 
$4,000 


$4 ,000- 
$9,999 


$10,000- 
$14,999 


$15,000 
and over 


62% 


14 1 2 3 


*The current federal upper limits of $1,250 for single returns and a maximum of $5,000 for 
joint returns were used in conjunction with the 5 per cent lower limit. These upper limits were 
doubled for the following comparisons which involve a 3 per cent lower limit, as under the 
Eisenhower Administration’s proposal. 


duction than under the $50-$500 de- 
duction plan; ™ in the “ under $4,000 ” 
income class more than 80 per cent of 
the group are better off. And yet the 
revenue loss to the government is less 
under the 3 per cent deduction plan 
than under the fixed limit plan. Thus 
the federal-type deduction can be de- 
signed to give effective relief to extra- 
ordinary expenses with economy to 
government. 


Deduction Plans Having Fixed Dollar- 
Amount Limits 
The Upper Limit. Only three states 


11 1f the lower limit is 2 per cent, 80 per cent of 
those having medical expenses over $550 are better 
off under the federal-type deduction. 


all plans. As the upper limit is in- 
creased, the plan approaches the full 
deduction, conforms better with the 
differentiation criterion and, obviously, 
grants greater relief for extraordinary 
medical expenses. This is also shown in 
Table 2. As compared with the 3 per 
cent federal-type deduction, 78 per cent 
of those having medical expenses over 
$550 would be better off under a $50 
lower limit—$1,000 upper limit de- 
duction; 89 per cent would be better 
off under a $50 lower limit—$2,500 
upper limit deduction. But these mis- 
cellaneous plans are not as economical 
for government as the _ federal-type 


plans. The $1,000 upper limit plan 
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would cost the state of Wisconsin 33 
per cent more in tax base lost than 
would the 3 per cent federal-type plan. 
The $2,500 upper limit plan would cost 
Wisconsin 39 per cent more in tax base 
lost than would the 3 per cent federal- 
type plan. 

Lower income groups gain by an in- 
crease in the upper limit but propor- 
tionately not as much as large incomes. 
If the upper limit of the $50-$500 de- 
duction plan were eliminated, taxpayers 
having net incomes over $15,000 and 
medical expenses over $550 would in- 
crease their deductions by 140 per cent; 
in contrast, taxpayers having net in- 
comes under $4,000 and medical ex- 
penses over $550 would increase their 
deductions by only 63 per cent.'* The 
explanation for this result is to be found 
in the direct correlation of income and 
medical expenses. However, it would 
be erroneous to conclude that only the 
upper income people have large medical 
expenses. Sixty per cent of the Wis- 
consin taxpayers having medical ex- 
penses of more than $550 had net in- 
comes of less than $4,000. Furthermore, 
although an increase in the upper limit 
would tend to decrease the proportion 
of the aggregate deduction allowed to 
low income taxpayers, the absolute 
amount of their deduction would in- 
crease. 

The Lower Limit. The reasons for 
the fixed dollar-amount lower limit 
(e.g., $50) advanced by legislators are 
administrative economy in eliminating 
small deductions ** and the possible con- 


12 See, Jensen, op. cit., p. $11. 


Letter from Wisconsin Assemblyman 
Pritchard, dated May 11, 1952. Mr. 
the author of the original Wisconsin medical deduc- 


John 


Pritchard is 


tion. 


MEDICAL EXPENSE DEDUCTION 


279 


fusion between medical expenses and 
nondeductible personal _expenses."* 
There is an analogy to the flat lower 
limit in the “$25 deductible” pro- 
vision of automobile insurance. Rita R. 
and W. Glenn Campbell have used this 
automobile insurance analogy to illus- 
trate the benefit of some personal shar- 
ing in cost under compulsory health 
insurance. But they conclude that, 
“A $25 deductible against all medical 
expenses for a given year would be al- 
most impossible to handle because of the 
necessity for record keeping . . .” 
This conclusion clarifies one adminis- 
trative difference between compulsory 
health insurance and a medical de- 
duction: a flat lower limit which would 
be difficult to administer under a com- 
pulsory health insurance plan operates 
quite simply under the medical de- 
duction or credit approach. 


Moreover, contrivance of personal 
responsibility is not needed in a medical 


deduction. In allowing a full medical 
deduction, the federal government 
would bear only a part of the cost of 


. medical care since the marginal tax 


rate is always less than 100 per cent. 
Consequently, personal sharing of cost 
creates a brake against abuse even with- 
out lower or upper limits. In the case 
of the tax credit for medical care, how- 
ever, there is no personal sharing of 
cost, unless the credit applies only to 
part of the medical expense. 

It may be presumed that there is no 


Letter from former Wisconsin Assemblyman 
R. H. Runden, dated May 29, 1952. Mr. Runden 
introduced the 


amendment providing for a $50 


lower limit on the Wisconsin deduction. 


15 Rita R. and W. Glenn Campbell, “ Compulsory 
Health Insurance: The Economic Issues," Quarterly 
Journal of Economics, Vol. LXVI (February, 1952), 
p. 22. 
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need for personal differentiation below 
a small amount of medical expense, say 
$50, since it would appear that practi- 
cally every taxpayer has medical ex- 
penses of at least that amount. This 
presumption is incorrect. Of all Wis- 
consin itemized tax returns (i.e., those 
not using the standard deduction) for 
1949, 46 per cent showed no medical 
expenditures or medical expenditures 
below $50. This failure to differentiate 
among individuals is more serious under 
plans with higher limits (e.g., the 
Oklahoma $200 lower limit for hus- 
band and wife). 

A flat lower limit can serve an in- 
teresting function in saving enough 
revenue to finance a high upper limit 
since it can be shown that the cost to 
government of an extreme increase in 
the upper limit can be more than com- 
pensated for by a small increase in the 
lower limit.’ For example, the cost to 
the state of Wisconsin of an increase in 
the upper limit from $500 to $2,500 
could have been. “ paid for” by a $50 
increase in the lower limit, from $50 to 
$100." 
have an influence on the level at which 
the lower limit is set is shown by the 
Tax Committee of the Wisconsin Legis- 
lative Council which recommended a 
$100—$2,500 deduction to supplant 
the $50-$500 Wisconsin limits.** 


16 The saving resulting from the elimination of 
small medical expenses suggests interesting possibil- 
The “$50 de- 


some extraordi- 


ities for private health insurance. 
ductible” clause could “ pay for” 
nary medical expense coverage. 


17 The revenue loss because of the increase in 
upper limit would have been $196,000. The rev- 
enue gain because of an lower limit 
would have been $208,000 without correction for 
induced shifts to the standard deduction. 


increase in 


18 A Wisconsin Legislative Council subcommittee, 
which used basic data from this study, recommended 
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An objection to the flat lower limit 
can be made on the basis of the subsidy 
criterion. Since the proportion of large 
medical expense cases increases with in- 
come, the smaller medical expenses tend 
to be concentrated toward the lower 
end of the income scale. The flat lower 
limit can therefore be attacked, as it 
was in the words of State Senator 
Bernhard Gettleman (Milwaukee), “ be- 
cause it discriminates against the poor 
man.” !® This criticism is weakened, 
however, by the relatively low state tax 
rates. For example, the tax equivalent 
of $75 nondeductible expenses in Wis- 
consin averages only $1.50. Moreover, 
under state or federal income taxation, 
lower income people having small medi- 
cal expenses can use the standard de- 
duction as an alternative. Even a slight 
increase in the lower limit admittedly 
violates the differentiation and subsidy 
criteria to some extent, but since extra- 
ordinary medical expenses reduce ability 
to pay more than do ordinary, average 
medical expenses, a $100-$2,500 de- 
duction plan accords more closely with 
ability to pay than does a $50-$500 
deduction plan. 


LEGISLATIVE RATIONALE OF THE 
FEDERAL MEDICAL DEDUCTION 


The Eisenhower Administration’s 
Proposal 


In recommending a liberalization of 
the medical deduction President Eisen- 
hower stated that: “ The present tax al- 
lowances for unusual medical expenses 


a $100-$2,500 deduction or a federal-type deduction 


to supplant the $50-$500 Wisconsin deduction. The 
full Tax Committee accepted the $100-$2,500 pro- 
posal. In July, 1953, the legislature enacted a $75- 
$1,500 deduction. 


19 The Wisconsin State Journal, May 13, 1943, 
Section 1, p. 5S. 
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are too limited to cover the many tragic 
emergencies which occur in too many 
families.” He then recommended, as 
noted, that the lower limit be reduced 
from § to 3 per cent of adjusted gross 
income and that the upper limit be 
raised from $1,250 to $2,500 per ex- 
emption with a maximum of $10,000 
for a joint return. “ However,” he 
added, “‘ to avoid abuses in medical de- 
duction, I recommend that the defini- 
tion of medical expenses be tightened to 
exclude both ordinary household sup- 
plies and indirect travel expenses.” *° 
The House Committee on Ways and 
Means held hearings on the medical de- 
duction in June, 1953.7" Most wit- 


nesses before the Committee favored 
either a full deduction or reduction of 
the 5 per cent limit, some arguing that 
a more generous deduction would be 
protection against compulsory health 


insurance. 

Congressman Carl T. Curtis (Nebras- 
ka) of the Committee pointed out that 
there is no limit to the casualty de- 
duction, which applies to property, 
while there are limits to the medical 
deduction, which applies to people. 
With reference to the removal of the 
lower limit, Congressman Robert W. 
Kean (New Jersey) of the Committee 
commented: “I do not say that it is not 
justifiable, but what I am saying is that 
it would be a bonanza for the upper- 
income group.” ** On the other hand, 
the representative of the American 
Federation of Labor stated that a more 
generous upper limit would primarily 


20 The New York Times, January 22, 1954, p. 14. 


21 Hearings of the Ways and Means Committee 
of the House of Representatives, General Revenue 
Revisions, 83rd Congress, 1st Session, Part 1, pp. 73- 
120, 


22 Ibid., p. 75. 
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benefit the upper-income group and, 
therefore, priority should be given to a 
more generous lower limit. 

Some witnesses stated that the lower 
limit should be waived for the totally 
disabled, as it is now for those over 65.8 
Other witnesses, including representa- 
tives of the American Medical Associ- 
ation, the American Hospital Associ- 
ation, and the American Farm Bureau 
Federation, recommended that the 
lower limit be waived for medical in- 
surance premiums.”** The American 
Medical Association also favored a more 
liberal deduction for catastrophic ex- 
pense. The representative of the Ameri- 
can Institute of Accountants agreed 
with an increase in the deduction for 
extraordinary expense and, further, ad- 
vocated a carry-over of any unused de- 
duction. 

In addition to revising the limits of 
the deduction, the House and later the 
Senate Finance Committee approved a 
provision limiting deductible expendi- 
tures for drugs and medicines to those 
in excess of 1 per cent of adjusted gross 
income. A new provision allows the 
deduction of expenses on the final re- 
turn of a decedent, even if paid after 


23 The American Bar Association supported this 
view before the Senate Finance Committee. (Hear- 
ings of the Senate Finance Committee on H. R. 8300, 
83rd Congress, 2nd Session, Part 1, p. 486.) 


24 Congressman Kenneth B. Keating (New York) 
advocated a credit against the tax itself for private 
medical insurance premiums. (H. R. 482, 83rd 
Congress, Ist Session.) A 90 per cent credit would 
apply if adjusted gross income were $2,000 or un- 
der. For larger incomes his plan would provide a 
graduated credit decreasing in percentage of the 
medical bill as income rose. He also offered a less 
potent alternative to the credit, that is, a deduction 
plan having no lower limit if adjusted gross income 
were $2,000 or under. (H. R. 474, 83rd Congress, 
Ist Session.) For larger incomes the percentage 
points of the lower limit would increase with size 
of income. 
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death. Finally, a new definition of 
“ medical expenses” was approved in- 
corporating existing regulations and, 
further, providing for the deduction of 
transportation expenses incurred on a 
trip prescribed by a physician but dis- 
allowing living expenses on the trip.”° 

Appearing before the Senate Finance 
Committee, Under-Secretary of the 
Treasury Marion B. Folsom stated, 
“The over-all effect of the proposed 
change is to liberalize and extend relief 
in real hardship situations due to heavy 
medical expense but curb deduction of 
ordinary or luxury living expenses in 
the guise of medical costs.” *° 

There is no doubt that the Adminis- 
tration’s proposals do “ extend relief in 
real hardship situations.” Furthermore, 
the doubling of the upper limit and the 
specific increase in the maximum de- 
duction for an unmarried head of 


family from $2,500 to $10,000 alleviate 
discrimination between unmarried and 


married taxpayers. One can perhaps 
criticize the contrast in the $2,500 de- 
duction allowed a spinster and the 
$10,000 deduction permitted a married 
woman with two children who per- 
sonally incurs all medical expenses in 
the family; but, in general, if there 
must be an upper limit, there would be 
more injustice in not having an adjust- 
ment to the number of dependents be- 
cause the possibility of large, extra- 
ordinary medical expenses is propor- 
tional to the number of people in the 
family unit. The inequities, with or 
without the size-of-family adjustment, 
merely illustrate the injustices inherent 
in all partial deduction plans. 


Hearings of the 
8300, 83rd 


25 Summary of H. R. 8300. 
Senate Finance Committee on H. R. 


Congress, 2nd Session, Part 1, p. 24. 


“6 Tbid., p. 103. 
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The Administration’s proposed in- 
crease in the upper limit eliminates 
much of the inequity of that limit; 
however, none of the reasons advanced 
for any upper limit seems suitable. 
Careful administration of the deduction 
could be more effective and discrimin- 
ate than a fixed limit in preventing con- 
fusion between nontaxable medical ex- 
penses and taxable personal expenses. 
The element of personal cost in medical 
expenditures is protection against hypo- 
chondriacs, since the tax saving from a 
deduction is only a fraction of the total 
expenditure. The main objection, how- 
ever, against using the upper limit to 
frustrate hypochondriacs is that the 
limit also frustrates the deduction of 
legitimate medical expenses. The fed- 
eral upper limit saves very little revenue, 
but in any case saving revenue by in- 
hibiting the deduction of huge medical 
expenditures is inequitable. 


The Original Federal Medical Deduction 


The federal medical deduction was 
initiated in 1942 because the need for 
this relief provision had become more 
urgent with the substantial increase in 
tax burden. The Senate Finance Com- 
mittee which approved the deduction 
reported: 


This allowance is recommended in con- 
sideration of the heavy tax burden that 
must be borne by individuals during the 
existing emergency and of the desir- 
ability of maintaining the present high 
level of public health and morale.** 


The deduction was slightly modified 
in following years. In 1944 the lower 
limit was changed to 5 per cent of ad- 
justed gross income instead of 5 per cent 


“7 Senate Report 1631, 77th Congress, 2nd Ses- 
sion, p. 6. 
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of net income. The income-splitting 
provision of the Revenue Act of 1948 
further reduced the lower limit for 
many people, since a couple filing a 
joint return were required to compute 
the lower limit of the medical deduction 
upon their joint income before splitting. 
Consequently, there are cases in which 
the advantage of splitting is entirely 
negated by the increased lower limit. 
However, the 1948 Act simultaneously 
raised the upper limit above $2,500 for 
joint returns claiming more than two 
exemptions, the maximum _ becoming 
$5,000 for joint returns with four or 
more exemptions. The Revenue Act 
of 1951 removed the lower limit for 
taxpayers 65 years of age and older and 
for their spouses. Decreased earnings 
and increased medical expenses in the 
years over 65 are the reasons cited by 
the Senate Finance Committee for this 
provision.”” 

The original federal lower limit was 
designed to provide an “ extraordinary ” 
medical expense deduction and to con- 
serve revenue.”” The presumption was 
that the personal exemption contains 
a modest allowance for “ ordinary ” 
medical expenses. The original 5 per 
cent figure was adopted because it was 
thought that § per cent was the average 
medical expenditure for most tax- 
payers.” In reality, however, the 


“8 Senate Report 781, 82nd Congress, Ist Session, 
p- 51. 


29 Hearings of the Ways and Means Committee of 
the House of Representatives, Revenue Revision of 
1942, 77th Congress, 2nd Session, p. 1613. In be- 
half of the Treasury, Randolph Paul introduced the 
medical deduction proposal to the Ways and Means 
Committee in 1942. 


39 Letter from Randolph Paul, dated June 6, 
1952; and letter from Acting Secretary of Treasury 
T. J. Lynch addressed 
Byrnes (Wisconsin) in my 
1952. 


to Congressman John W. 
behalf, dated July 7, 
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average medical expense is a larger per- 
centage of small incomes and a smaller 
percentage of large incomes,"' although 
medical expenses for the whole popu- 
lation are approximately 4 per cent of 
personal income. The two major 
motives for the original federal upper 
limit were the desire to prevent con- 
fusion of taxable expenditures (e.g., 
travel) with deductible medical ex- 
penditures,** and the attempt to limit 
deduction of medical expenditures of 
hypochondriacs and those who “ enjoy 
illness” ** and can pay for it. 


SUMMARY AND CONCLUSIONS 


Determination of the best type of 
medical deduction plan depends entirely 
on the objectives which are sought. If 
rationality of subsidy is the criterion, 
the credit against the tax is perhaps the 
most desirable plan, for progressive mar- 
ginal tax rates have no effect on a credit. 
Consequently, the tax saving is entirely 
dependent upon the size of expense. 
Furthermore, as compared with other 
plans, the credit produces the most 
generous subsidy for medical care. Re- 
finement of gross income into a tax- 
able-income concept conforming with 


31 My Wisconsin study shows that for net in- 
comes below $7,000 itemized medical expenses were 
in excess of 5 per cent of net income. For net in- 
comes above $7,000, itemized medical expenses were 
less than § per cent of net income. For all medical 
expenses this margin is below $7,000 net income, 
since the average itemized medical expense is larger 
than the average for all medical expenses (inclusive 
of taxpayers using the standard deduction). Item- 
ized medical expenses were 7 per cent of net income 


in the aggregate. 


32 Letter from Acting Secretary of Treasury T. J. 
Lynch addressed to Congressman John W. Byrnes 
(Wisconsin) in my behalf, dated July 7, 1952. 


33 Randolph Paul, Hearings of the Ways and 
Means Committee of the House of Representatives, 
Revenue Revision of 1942, 77th Congress, 2nd Ses- 


sion, p. 1623. 
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ability to pay is another criterion. Per- 
sonal differentiation (e.g., by size of 
medical expense) is necessary, and ob- 
viously the full deduction best satisfies 
this objective. If the criterion, on the 
other hand, is a rational deduction for 
extraordinary medical expense, the 
federal-type deduction is valid because 
the burden of medical expense is directly 
related to size of expense and inversely 
related to size of income. But if the 
lower limit is as high as, say, 5 per cent 
of income, the federal-type plan severe- 
ly restricts deductions for large medical 
expenses. As the lower limit is reduced 
from § per cent to 3 or 2 per cent of 
income, the federal-type plan becomes 
increasingly effective as an extra- 
ordinary expense deduction. 

The purpose of the Eisenhower Ad- 
ministration’s proposed change in the 
medical deduction is to broaden relief 


in hardship cases and, at the same time, 
to tighten the definition of medical ex- 
penses to prevent abuse. The legislative 
rationale for the original 5 per cent 
lower limit on the deduction was to pro- 
vide for deduction of medical expenses 


assumed to be above average. There 
was a motive to save revenue and a pre- 
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sumption that the personal exemption 
contains an allowance for ordinary 
medical care. The legislative rationale 
for the original federal upper limit, 
$1,250 to $5,000, was mainly to pre- 
vent confusion between nontaxable 
medical expenses and taxable personal 
expenses and to forestall excessive de- 
duction by hypochondriacs. 

The miscellaneous medical deduction 
plans having fixed, dollar lower limits 
do not satisfy any one of the criteria 
as well as the above plans. To the ex- 
tent that one of the miscellaneous plans 
approaches the full deduction, it better 
satisfies the differentiation criterion. A 
small lower limit, say, $50, is justified 
as a protection against small, in- 
valid claims which could involve ad- 
ministrative diseconomy. There ap- 
pears to be no valid reason, however, 
for an upper limit in any plan. Evasion 
could be prevented more equitably by 
administration than by an upper limit. 
An upper limit indiscriminately pre- 
vents the deduction of large, legitimate 
medical expense, while the need for the 
latter is greater than the need for the 
deduction of average-size expenses. 
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The Budget Cycle in Public Finance in the 
United States of America. By O. Bax- 
KER. The Hague: W. P. Van Stockum & 
Zoon, 1953. Pp. 171. 


Economists have talked a great deal about 
government budgets, but few of us know 
very much about the process of budget 
making and execution. In general, of 
course, we have two widely different reasons 
for interest in government budgeting. In 
the first place, a major problem of econo- 
mizing—improving the allocation of re- 
sources—lies in the better use of the tre- 
mendous sums now spent (or not spent) by 
governments. In the second place, the level 
of employment and prices depends partly 
upon government budgeting. Persons with 
more specialized interests in public finance, 
accounting, auditing, and public adminis- 
tration have added reasons for seeking 
knowledge about government budgeting or, 
using Dr. Bakker’s term, the “ budget 
cycle.” In the latter he includes (1) ex- 
ecutive drafting of budget proposals, (2) 
submission of budget estimates and proposals 
to the legislature, discussion, and enactment 
of the budget law, (3) incurring of obliga- 
tions, spending, revenue collection, and 
keeping of accounts, (4) control of ac- 
counts, and (5) enactment of the accounts 
by the legislature (final approval of what 
has been done). Dr. Bakker’s compact vol- 
ume, though primarily a reference work, 
will doubtless prove valuable and interesting 
to economists, and others, with erough seri- 
ous interest in any or all aspects of budget- 
ing to examine it. 

The author, a member of the General 
Auditing Court of the Netherlands, made 
on-the-spot studies of the procedures of our 
federal government, of two states, Cali- 


fornia and New York, of one city, Berkeley, 
California, and of the United Nations. His 
findings, published originally as articles in 
Public Finance/Finances Publiques, are now 
combined in a single volume together with 
an article by two Dutch officials, Mr. A. 
van Dongen and Mr. D. A. P. van der Ende, 
on performance budgeting in the city of 
Richmond, Virginia. The material has not 
been brought up to date and thus fails to 
take account of developments since 1951, 
such as the improvements in the form of 
the United States budget document. The 
reviewer, however, found few other places 
in which the treatment is out of date. 

The great bulk of the book consists of an 
excellently organized presentation of facts. 
The reader will find out what is done in the 
budget process, by whom, when, and often 
why. Law and procedures are described 
tersely but clearly, and in logical sequence 
through to the end of the budget cycle. 
Headings, subheadings, variations in type 
size, paragraph numberings, and a detailed 
table of contents (no index) help the user 
comprehend material that in some respects 
is unquestionably dull. The omission of 
discussion concerning revenue estimate is an 
unfortunate gap, however. 

The bare facts are supplemented by oc- 
casional appraisals and criticisms. They 
concern chiefly control and auditing, fea- 
tures with which the author appears most 
familiar. He records his opinion that the 
absence of any distinction between capital 
and current expenditure in the federz| ac- 
counts is unfortunate. Dr. Bakker wel- 
comes the movement to on-the-spot audit- 
ing, the tendency to make government ac- 
counting serve as a tool for better (more 
economical) management, and the bringing 
of federal corporations within the general 
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system of budget and accounting control. 
He says little about the problem which 
seems to the reviewer critical, the adequacy 
in size and competence of the persons who 
make the many important decisions along 
the way. He notes, however, his impression 
that the quality of top officials he met was 
high. These appraisals make the book more 
interesting and valuable, but whether or not 
they are accurate is of far less importance 
than the systematic, carefully prepared out- 
line of a part of our economy about which 
most of us know very little. 


C. Lowe_t Harriss 


Nederlandsche 
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Louisiana’s Industrial Tax Exemption Pro- 
gram. By Witttam D. Ross. Baton 
Rouge, La.: Division of Research, College 
of Commerce, Louisiana State University, 
1953. Pp. 87. 


The basic purpose of this short study is 
to evaluate the Louisiana tax exemption 
program for new or expanding industry, 
and in the process to shed some light on the 
much debated problem of whether or not 
industry is attracted to a state by means of 
a tax exemption program. 

In 1946 Louisiana amended its constitu- 
tion so that it could contract with the 
owner of any proposed new manufacturing 
establishinent, or with the owner of any 
proposed addition to an already existing 
plant, for the exemption of the new plant 
or addition from both state and local ad 
valorem taxation of buildings and machin- 
ery for a period of ten years. 

Between the passage of the Act in No- 
vember, 1946 and June, 1950 the Louisiana 
and Industry 
separate firms 


Department of Commerce 
granted exemptions to 429 
involving total investments of $356,000,- 
000. This study is based on a questionnaire 
which was sent to the officials of the 429 
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companies in order to determine whether or 
not the tax exemption program was effec- 
tive in attracting industry to the state. 
Answers were received from 259 (60.4 per 
cent) of the firms. 

In answer to the question, “ Did you take 
into consideration the property tax ex- 
emption in Louisiana at the time your com- 
pany made its decision to locate its new 
plant or extension in Louisiana?” slightly 
more than half of the companies respond- 
ents (57.5 per cent) answered in the af- 
firmative. One-third (34.0 per cent) re- 
plied in the negative, and the remainder 
gave no reply to that particular question. 
Of the 149 firms replying, “ Yes,” to the 
above question, 117 said that tax exemption 
was “‘ among the major considerations,” and 
eight said that it was the deciding factor. 

In answering the question, “ Would the 
new plant or expansion have been located 
in Louisiana in the absence of the exemp- 
tion program?” 168 companies replied, 
“Yes.” Forty-four replied, “ No,” and 47 
were uncertain. Of the 44 firms in the 
negative group, 23 had an investment of 
under $100,000, 14 had an investment of 
between $100,000 and $1,000,000 and 6 
had an investment of over $1,000,000. 

The author of the study estimates: 1) 
that of the $356,000,000 investment ex- 
empted from taxation under the program, 
over $300,000,000 would have been in- 
vested in the state in the absence of the 
program; 2) that an_ investment of 
$25,000,000 would not have been made; 
and 3) that for the remaining $30,000,000 
of investment, it is doubtful whether it 
would have been made in the absence of the 
program. 

The other side of the story is the loss of 
revenue which the exemption program en- 
tailed. By applying the appropriate tax 
rate to each tax exempt enterprise, the au- 
thor determined that the total tax loss to 
state, parish (county), municipality, and 
special taxing districts would be $51,000,- 
000 for the ten year period during which 
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the 429 enterprises were given tax exemp- 
tion (assuming tax rates remain unchanged 
and all firms continue to operate). 

To the reviewer the author’s conclusions 
and theoretical analysis appear weak. His 
to be: 1) that a state 
must be very selective in granting tax ex- 
emptions to new firms, but that this is im- 
possible; and 2) that a tax exemption pro- 
gram causes financial losses to local areas, 
but that if a state’s tax program places a 
burden on industry, a tax exemption pro- 
gram for new firms entering the state may 
serve to equalize taxes in comparison with 
other states. 

The study is of great importance because 
for the first time it provides definite evi- 
dence that a program of tax exemptions for 
new firms entering a state is definitely un- 
desirable, at least from the state’s point of 
view. In Louisiana, for the period under 
study, tax exemptions of over $50,000,000 
were given to attract firms which invested 
$25,000,000 which would not have been 
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invested in the state in the absence of the 
program and $30,000,000 which might or 
might not have been invested. In effect, 
the loss in tax revenue almost equalled the 
investment which was attracted into the 
state by the program. It might have been 
wiser if the state had taxed the firms which 
would have located in the state in the ab- 
sence of the tax exemption program and 
used the proceeds for investment in indus- 
try to replace the firms which would not 
have located in the state without tax ex- 
emption. The cost would have been nearly 
the same, and the state would have had 
something to show for what is now only a 
loss in revenue. 

The study may well serve as a warning 
to those who now advocate tax exemption 
as a means by which to attract industry to 
a state, since it shows that tax exemption 
is a very uneconomical method of attract- 
ing industry. 

MICHAEL BRAND 

University of New Mexico 
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